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PROFESSOR SCHUMPETER ON SOCIALISM 
THE CASE OF BRITAIN 


DONALD DEWEY 
University of Chicago 


I 


MONG the more irritating shibbo- 
leths of the social studies, high 
place must be accorded pontif- 

ical pronouncements that the power of 
the state in economic affairs is continu- 
ally growing. Depending on the point of 
view, this phenomenon can be denounced 
as portending the advent of the new feu- 
dalism or eulogized as the disciplining of 
“laissez faire capitalism”’ in the interest 
of “social ends.’ The more extreme mani- 
festations of state intervention are com- 
monly designated “‘socialism”’ or “‘collec- 
tivism,’’ although neither term, when 
stripped of its nonsensical connotations, 
conveys any very precise meaning except 
that state officials now make decisions 
affecting the production and distribution 
of goods and services formerly made by 
businessmen, workers, and investors in a 
relatively impersonal market. 

Certainly no one has recently had any 
occasion to doubt that we live in a world 
of growing government. A good case can be 
made that in Britain the traditional type 
of free-enterprise price system is already 
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from one-fourth to one-half gone. We 
might purport to measure this organiza- 
tional change by setting forth the per- 
centage of the national income “pro- 
duced”’ by state agencies as against the 
value of the output of private business 
firms in Britain at selected dates, but a 
better index of how far the liquidation of 
the enterprise system has really pro- 
gressed would be the percentage of the 
national income that goes to satisfy state 
“demand” (state production plus the 
value of orders placed by government 
with private concerns). A ratio which 
gives state payments to individuals (gov- 
ernment outlay for resources plus trans- 
fer payments) as against total personal 
incomes’ would, of course, yield the high- 
est degree of socialism. 

* Unfortunately there seems to be no way of 
measuring the socialization inherent in the now very 
extensive regulation of entrepreneurial decision 
making by state agencies in Great Britain. Con- 
ceivably the market could be supplanted by decision- 
making through political procedure with little direct 
production or distribution on the part of state 
agencies. Thus since 1939 money prices have had 
little directive significance over much of the private 


sector of the British economy. In retail food mer 
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These “‘indexes”’ are difficult to apply 
in practice, and they are open to the fur- 
ther and more fundamental objection 
that they require estimates in terms of 
money when there is no reason to suppose 
that money evaluations will afford any 
very useful measure of “‘real’’ wealth or 
“real’’? income in the state-dominated 
economy. When, for example, the na- 
tional income is given as a money esti- 
mate, the wage bill of state agencies is 
entered at its face value. Should any 
block of government employees receive, 
say, a 10 per cent salary increase, the 
value of their services is perforce written 
up 10 per cent—a practice which is ad- 
missible only so long as government em- 
ployees form but a small percentage of 
the total labor force. Hence a more mean- 
ingful measure of organizational change 
in any economy is given by fluctuations 
in the distribution of the labor force itself 
between public and private employment. 

In Britain at least one out of every 
four persons considered “‘in’’ the work- 
ing population by the Ministry of La- 
bour is now a government employee of 
some sort as against less than one out of 
ten in 1930; and it would seem a valid 
and rather self-evident (if not a painfully 
trite) proposition that the change in eco- 
nomic organization underscored by this 
simple inspection poses any number of 
fascinating problems for scholarship in 
our discipline. 


chandising they have had almost none at all: pri 
vately owned shops distribute foodstuff, generally 
at fixed prices and in fixed amounts, to a limited 
number of customers. Problems turning on how 
much and what kind of food is to be consumed, and 
even who is to do the consuming, have become mat- 
ters for top-level political decisions in Britain 
Regulation, however, is a very tenuous form of 
collectivism, since controls can be removed, allowed 
to lapse, or subverted by sufficiently ingenious or 
unscrupulous consumers and producers. The trans 
fer of economic activity from the business firm to a 


State agency 1s rather more final 
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Two questions especially seem to call 
for investigation. How and why has the 
transformation come about? What are 
the implications of the transformation 
for the ideal of the good society? 

The first question has been handled 
with notable competence at the level of 
the monograph for Britain, but as yet 
little effort has been made to put the 
pieces together. The second question has 
been debated ad nauseam by politicians, 
reformers, and even professional scholars 
under conditions which effectively in- 
sured that anxiety to do good or score off 
one’s opponents would take precedence 
over the desire to pursue an objective 
analysis. In this vast wilderness of the 
monograph and the tract Schumpeter’s 
Capitalism, Socialism, and Democracy 
marks out the one trail that shows prom- 
ise of leading somewhere, for Harvard’s 
great scholar had the rare gift of thinking 
originally and dispassionately about 
topics which commonly drive the best of 
thinkers to special pleading. In the mid- 
dle portion of this study he offers a care- 
fully reasoned theory of institutional 
change which bears directly on our ques- 
tions. In this paper I shall therefore have 
the temerity to examine Schumpeter’s 
thesis in the light of the British expe- 
rience.? 

Now we know in advance that gen- 
erality has been attained at some sacri- 
fice of “reality”’ (the corollary of abstrac- 

2 It seems rather presumptuous to remind anyone 
that Schumpeter’s theory of socialization is but one 
of many good things to be found in Capitalism, So- 
cialism, and Democracy. The book offers in addition 
excellent commentaries on the teachings of Marx, 
the development of socialist parties in Britain, 
France, Germany, Austria, and the United States, 
the theoretical discussion of price and output policy 
in a collectivist economy, and the theory and prac- 
tice of democracy. It is certainly one of the most re- 
markable works in contemporary scholarship 

All references in this paper are to the revised 
second edition of Capitalism, Socialism, and Democ- 
racy (London, 1947) 
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tion being exclusion) and hence that 
when the general theory is applied to a 
particular set of facts its limitations will 
become apparent; but if criticism can 
enable us to formulate useful working 
hypotheses for the study of organiza- 
tional change in Britain, [ submit that 
it is worth the effort. We shall then be 
“‘working’’ Schumpeter’s theory for ideas 
that we can use in the study of one aspect 
of our problem, namely: How and why 
has state socialism come about in Brit- 
ain? Needless to say, there shall be no 
cause for grievance if we find only serv- 
iceable tools when the job calls for a 
complete kit. 

Our second question must wait until 
another time. (As it is, I shall most likely 
tax the editor’s patience with unreason- 
able requests for his space.) We may 
note in passing, however, that Schum- 
peter’s reluctance to examine any alter- 
native to capitalism save centralist so- 
cialism, since “‘Centralist Socialism seems 
...to hold the field so clearly that it 
would be a waste of space to consider 
other forms,” seriously limits the value 
of Capitalism, Socialism, and Democracy 
for the study of this problem; for to as- 
sume a priori the advent of a centrally 
planned economy is to assume away the 
very problem of discerning the nature of 
the transition. 

I] 

Schumpeter elects to introduce his 
thesis with a discussion of “the rate of 
increase of total output” for the fifty 
years preceding 1928. His conclusion 
that for this period the long-run average 
rate of per capita increase was on the 
order of 2 per cent per annum is unexcep- 
tionable. The figure is obtained by tak- 
ing the data of the Day-Persons index of 
production in the United States, which 
gives the average annual rate of growth 





189 


as 3.7 per cent from 1870 to 1930, and 
deducting 1.7 per cent for investment in 
durable producers’ goods which do not 
directly contribute to consumer well- 
being. Quite properly Schumpeter pre- 
fers to err on the side of understatement, 
noting that the allowance for investment 
is ‘absurdly large.” 

It is rather surprising that Schum- 
peter, in his discussion of capitalist per- 
formance, makes the figure of 2 per cent 
derived from American data stand for 
the achievement of the system as a 
whole. In the case of Britain, however, 
no harm is done; by using Professor 
Bowley’s figures on the national income, 
roughly the same generalization could be 
substantiated.’ Actually, almost any de- 
tectable rate of increase will suffice to 
make Schumpeter’s point, and 2 per cent 
will do as well as the next figure. 

Having established his premise that a 
rising rate of output of consumer goods 
has characterized the period during 
which capitalism has held sway, Schum- 
peter next takes care to demolish the 
Marxist and naive-liberal assumption 

3Any attempt at a direct comparison between 
Bowley’s figures and the Day-Persons index in a 
footnote would do outrageous violence to all the 
canons of statistical decency. For our purposes it will 
suffice to note that, by Bowley’s carefully prepared 
estimates, the real wages for those members of the 
urban working class in Britain who were near the 
average rose 40-45 per cent from 1880 to 1914. In 
the absence of sufficient data on consumer expendi 
tures for luxuries and quasi-luxuries which accounted 
for an increased percentage of the national income 
after 1914, no further estimates are ventured 
Bowley has reckoned, however, that the disposable 
income surplus in a hypothetical working-class 
family budget (i.e. income over and above expendi 
tures on food, clothing, rent, fuel, and certain “sun- 
dries”) increased from less than 12 per cent in 1914 
to at least 20 per cent (exclusive of compulsory in 
surance contributions) in 1936 (Wages and Income 
in the United Kingdom since 1860 (Cambridge, 
1937], chap. ii). If, in addition, allowance is made 
for improved social services and a trend to smaller 
family units over the period, the figures of Bowley 
square with cent without 
difficulty. 


Schumpeter’s 2 per 
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that capitalism progressively accentuates 
inequalities in the distribution of wealth 
and income. It is pointed out that in 
England, as in all other countries for 
which we have reliable data over any 
significant period of time, Pareto’s 
“law’’ rules unchallenged; that is, nei- 
ther the over-all pattern of income dis- 
tribution nor the relative share of wages 
and salaries in the national product has 
appreciably altered since we began to 
pay attention to such matters. 

Hence “there is, so long as we are dis- 
cussing what the capitalist engine might 
do if left to itself, no reason to believe 
that the distribution of incomes or the 
dispersion about our average would in 
1978 be significantly different from what 
it was in 1928.’’ Moreover, assuming 
that the rate of increase of output con- 
tinues at 2 per cent or better for the next 
half-century, ‘‘it is easy to see that all 
the desiderata that have so far been 
espoused by any social reformers—prac- 
tically without exception, including even 
the greater part of the cranks—either 
would be fulfilled automatically or could 
be fulfilled without significant interference 
with the capitalist process.”’ 

No doubt various qualifications and 
criticisms could be moved against each of 
the four elements in this argument; but, 
in my opinion, they are substantially 
correct. 

All this is by way of background for 
the crucial question: Could capitalism, 
given the opportunity, repeat its past 


performance? More specifically (a) is 
there an understandable relationship be- 
tween capitalism and the rising standard 
of living of the last century; (6) given 
such a plausible relationship, was the ris- 
ing rate of output due to capitalism and 
not to particularly favorable conditions 


which were really extraneous to the eco- 
nomic system and would have served any 
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other equally well; and (c) is there any 
reason to suppose that during the next 
forty years the “capitalist engine’’ should 
fail to go on working as it has in the past? 
The treatment of these questions is 
rather tortuous; so we had best consider 
them separately. 

In seeking an answer to question (a), 
Schumpeter turns first to the English 
classical economists (i.e., classical in the 
pre-Keynesian sense of the term) who 
are held to have affirmed that a connec- 
tion between unfettered capitalism and 
the level of output did exist. But, al- 
though deference is paid to the insight of 
the great men, Schumpeter concludes 
that their predilection for generalizing on 
the basis of English experience together 
with their numerous theoretical errors 
prevented them from making anything 
but a negative contribution. They did 
succeed in dispelling the popular convic- 
tion of long standing that profit-making 
per se is inimical to the interests of con- 
sumers; but in the opinion of Schumpeter 
they were never able to follow through by 
demonstrating that capitalism was itself 
the cause of “‘maximum performance.” 

A plausible case for capitalism is next 
sought in the work of the neoclassical 
economists as exemplified by Marshall 
and Wicksell. And again the result is 
held to be disappointing: the neoclassical 
case is formulated upon the basis of an 
equilibrium analysis presupposing a mar- 
ket condition approximating perfect 
competition, while as a matter of obser- 
vation we live in a world of monopolistic 
and imperfect competition. ‘Neither 
Marshall and Wicksell nor the classics 
saw that perfect competition is the ex- 
ception and that if it were the rule there 
would be much less reason for congratu- 
lation than one might think.” 

But, having enlisted the aid of Mrs. 
Robinson and Professor Chamberlin to 
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undermine the neoclassical case, Schum- 
peter turns to demolish the relevance of 
their criticisms. By his view, the several 
variants on the theory of imperfect and 
(lest we incur the displeasure of Cham- 
berlin) of monopolistic competition can 
be made to serve the view that “‘capitalist 
reality”’ is unfavorable to maximum per- 
formance in two ways. 

It may be contended that monopoly 
and oligopoly have always been more 
relevant to reality than assumptions of 
perfect competition so that “all along 
output has been expanding in spite of the 
secular sabotage perpetrated by the man- 
aging bourgeoisie.’”” Schumpeter urges— 
erroneously, I think—that advocates of 


this proposition are placed under the ne- 
cessity of establishing that the rate of 
increase was due to a sequence of favar- 
able circumstances extraneous to the ek- 
isting economic order and sufficient to 
overcome its shortcomings. Actually, 
persons who espouse this view need only 


assert that had there been more competi- 
tion in the past the rate of increase would 
have been even greater. 

Or it may be contended that the as- 
sumptions of perfect competition were 
once relevant to reality but that imper- 
fect competition in its various forms is 
killing off competition with all its advan- 
tages. Advocates of this view are under 
the necessity of creating some sort of 
golden age for the past when good things 
flowed in profusion from the working of 
competition and of ignoring the fact that 
the rate of increase in output has been 
greatest the advent of what is 
loosely termed “‘large-scale’’ industry. 
Moreover: 


since 


As soon as we go into details and inquire into 
the individual items in which progress was most 
conspicuous, the trail leads net to the doors of 
those firms that work under conditions of com- 
paratively free competition but precisely to the 
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doors of the large concern-—which, as in the case 
of agricultural machinery, also account for 
much of the progress in the competitive sector 
and a shocking suspicion dawns upon us that 
big business may have had more to do with 
creating that standard of life than with keeping 
it down. 


Hence Schumpeter concludes that the 
usual indictments of monopolistic and 
imperfect competition are almost wholly 
false, though “‘they follow from observa- 
tions and theorems that are almost com- 
pletely true.’’* Here again one is tempted 
to tack certain minor qualifications on 
to Schumpeter’s postulates (e.g., that 
some industries enjoying a monopoly 
position in the past—-the Chicago trac- 

4If one employs Professor Knight’s concept of 
the capital account, the point can be made even 


Equilibrium analysis, since it 
“value,” ie., ex- 


more conclusively 
necessarily proceeds in terms of 
change value, can enable us to do no more than 
formulate propositions about the distribution of 
exchange values given various sets of assumptions 
It is logically incapable of yielding propositions 
about “welfare” or “‘real income,” and the perfec 
tion or the imperfection of the competition pre 
sumed is significant only in so far as it bears upon 
the “determinancy” of results. Given the assump 
tion of perfect competition, all values are determi- 
nant. The greater the degree of imperfection as 
sumed, the wider are the limits within which any 
particular value may vary 

The centra! problem in any theory of “economic 
dynamics” which seeks to formulate propositions 
about changes in welfare is really that of explairing 
how various types of uncertainty produce changes 
in the capital account which affect the production 
and distribution of “reali values.” Any conclusion 
reached about the goodness or badness of the results 
produced by the capitalist process (or more accu 
rately, the capitalization process) will depend in the 
first instance on the criterion of real income adopted 
and ultimately on the ideal of the good life embraced. 

By centering attention on one type of uncer 
tainty, that is, the introduction of innovations 
whose aggregative effect over time is to increase per 
capita output of goods and services as measured in 
some physicaF unit, and by assuming that such in- 
creased efficiency is a good thing, Schumpeter is 
enabled to present an optimistic theory of economic 
evolution. While I share what I take to be Schum- 
peter’s concept of real income, I believe that a more 
extensive examination of the nature of uncertainty 
is desirable in “dynamics.” 
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tion company, to go no further-—were 
clearly a brake on “maximum perform- 
ance’’); but once more the general con- 
clusion must stand. 

The ground is now prepared, and 
Schumpeter brings forward his case for 
capitalism, which, in essence, is that 
capitalism facilitates the introduction of 
innovations. In fact, capitalism is by na- 
ture “‘a form or method of economic 
change and not only never is but never 
can be stationary.’’ This being the case, 
in appraising capitalism one must take 
both the over-all view and the long view. 
(n evaluating the performance of the sys- 
tem, the assessment must be made in 
terms of decades; in examining any par- 
ticular business practice, it is necessary 
to study it against the background of 
change or the continuous process of 
“creative destruction’’ produced by the 
flow of innovations. Inferences about 
reality derived from static equilibrium 
analysis get you nowhere, or at any rate 
nowhere worth going when the aim is to 
understand the connection between prog- 
ress and capitalism. 

Rather it is the ever present reality or 
possibility of the innovation—the better 
mousetrap—which gives the entrepre- 
neur a vested interest in progress, since, 
in the uncertain world of business, the 
most seemingly secure position can 
vanish overnight. 

In effect, Schumpeter argues that the 
safest policy for the businessman lies in 
getting out in front and making every 
effort to stay there. 

Having stated the case for capitalism, 
Schumpeter turns aside to appraise the 


monopolistic business practices which 


have long agitated so many economists. 
Three observations are offered. Virtually 
all the business practices commonly con- 
demned as combinations in restraint of 
trade are essentially defensive—indeed, 


DONALD DEWEY 


they are the intelligent corollary to the 
acceptance of risk. Such practices are 
generally beneficial, since they promote 
orderly change. They are not likely to 
do much harm, since “there are no major 
instances of long-run rigidity of prices.”’ 

The views of Schumpeter on the social 
utility of these practices are certainly a 
valuable antidote for anyone who has 
formed his conception of monopoly from 
the work of Mrs. Robinson or by reading 
the testimony in antitrust prosecutions. 
But they hardly suffice to vindicate the 
businessman’s ideal of laissez faire which 
they embody. Admittedly the strivings 
of business concerns for certitude are usu- 
ally frustrated by unco-operative com- 
petitors, unreliable consumers, and in- 
novations whose development cannot be 
controlled; but it does not follow that in 
the absence of continuing public super- 
vision this will always be the case or that 
price rigidities which do not really exist 
in the long run cannot do plenty of dam- 
age in the short run. However, the digres- 
sion on monopoly forms no essential] part 
of Schumpeter’s argument. 

By way of summary, we may say that 
Schumpeter, after rejecting the plausible 
case for capitalism formulated upon the 
basis of an equilibrium analysis predi- 
cated on the assumptions of perfect com- 
petition, holds that he has made it by 
demonstrating that capitalism is “‘crea- 
tive destruction.” “It is what capitalism 
consists in and what every capitalist con- 
cern has got tc live in.”’ 

In my opinion, the case is a good one. 
Nevertheless, we are bound to observe 
that, since capitalism is the only eco- 
nomic system on record which has been 
associated with the rate of increase in 
output that has characterized the last 
two centuries, the construction of a 
plausible case for a causal connection is 
not a difficult task ; indeed, the methodo- 
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logical problem is not the construction 
of a plausible case at all but the construc- 
tion of the right case. It is also somewhat 
disconcerting to reflect that the justifica- 
tion for capitalism offered by Schum- 
peter is hardly new; acknowledged apolo- 
gists for the business world have for 
years been by-passing the intricacies of 
the marginal analysis in favor of the 
straightforward assertion that capitalism 
is a good method of economic organiza- 
tion because it (and only it) stimulates 
the enterprise that makes for progress. 


Ill 


The case for a plausible connection be- 
tween capitalism and increasing produc- 
tivity established, Schumpeter proceeds 
to the second subdivision of the main 
question: Could not the material progress 
of the past century have been due to fac- 
tors extraneous to the economic organiza- 
tion? Five common, if not all respectable, 
candidates are considered—the influx of 
gold, increase in population, action on 
the part of the state, the opening-up of 
new land, and technological progress. 

The first two candidates are dismissed 
with the brevity of discussion they de- 
serve and for the usual reasons. Govern- 
ment intervention is ruled out with an 
argument not too convincing, Schum- 
peter holding: 

The period from about 1870 to 1914 presents 
an almost ideal case. It would be difficult to find 
another equally free from either the stimuli or 
the depressants that may proceed from the po- 
litical sector of the social process. The removal 
of the fetters from entrepreneurial! activity and 
from industry and trade in general had largely 
been accomplished before. New and different 
fetters and burdens—social legislation and so 
on—were being imposed, but nobody will hold 
that they were major factors in the economic 
situation before 1914. There were wars. But 
none of them were economically important 
enough to exert vital effects one way or an- 
other.... There was armament expenditure. 
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But in the circumstances of the decade ending 
in 1914 in which it assumed really important 
dimensions it was a handicap rather than a 
stimulus. 


The disciple of Veblen might be in- 
clined to wonder if in the case of Ger- 
many and the United States there was 
not some connection between the volume 
of state investment in technical educa- 
tion and scientific research and the feats 
of productivity achieved. Schumpeter’s 
ruling-out of state activity as a causal 
factor is therefore acknowledged but not 
indorsed. 

It is, however, the manner in which 
Schumpeter dismisses the opening-up of 
new land and technological progress as 
possible independent causal factors that 
is most questionable. 

Thus, although acknowledging that 
“there is no question about the impor- 
tance of opportunities afforded by the ex- 
istence of new countries,”’ he holds that 
“objective opportunities’ or opportuni- 
ties existing independently of any social 
arrangement are always prerequisites of 
progress and each of them is historically 
unique. The capitalistic process, like any 
process that is evolutionary, consists in 
exploiting these opportunities as they 
are discerned. Hence, it is argued, there 
is no profit in endeavoring to single out 
new land as an external factor; more- 
over, there is less reason for doing so in 
the case of the new lands of the last cen- 
tury, since they were opened up step by 
step by business enterprise and because 
business enterprise provided all the con- 
ditions for it.’ 

In my opinion, the general argument 

’A more rigorous formulation of the theory of 
the innovation is presented by Schumpeter in his 
great two-volume work, Business Cycles: A Theo- 
retical, Historical, and Statistical Analysis of the 
Capitalist Process (New York and London, 1939) 
See especially Vol. I, chap. iii, on “How the Eco- 
nomic System Generates Evolution.” 
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against the recognition of “objective op- 
portunities” as possible external factors 
is not valid; and the specific argument is 
not entirely accurate. 

It is one thing to hold that opportuni- 
ties are a prerequisite of progress or, 
what amounts to the same thing, to 
maintain that progress by definition con- 
sists in the exploitation of “objective 
opportunities”’; but it is quite another to 
affirm that there is no point in distin- 
guishing between opportunities per se 
and the suitability of an economic system 
for their effective exploitation. 

In evaluating the specific argument 
for lumping the contributions of new 
lands into the 2 per cent average annual 
increase in income tentatively attributed 
to capitalism, we would do well to remind 
ourselves that large areas of new land 
virtually all of South America—were 
opened up by an essentially feudal eco- 
nomic system. Even in the case of the 
United States and Canada it is hardly 
valid to ignore the manner in which the 
state at once stimulated and controlled 
the development of new lands. 

We may note that if one is prepared to 
employ an argument from experience it 
may be persuasively urged that a causal 
connection between capitalism and past 
productivity must have existed because 
opportunities were most effectively ex- 
ploited during the last century in those 
areas where “‘rational bourgeois capi- 
talism’’ in its purest form held sway. A 
reflection on the course of economic his- 
tory in Texas and Chihuahua will make 
the point. 

And, finally, technological innovation 
is ruled out by invoking the premise 
already advanced that capitalism is by 
definition the introduction of innovations 
by businessmen seeking profits. “The 
carrying into effect of those techno- 


logical novelties was of the essence of 
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that hunt.’’ Moreover, “the inventing 
itself... was a function of the capitalist 
process which is responsible for the hab- 
its of thought that will produce inven- 
tion.’’ (The elaboration of this argument 
is reserved by Schumpeter for a later 
section.) 

Schumpeter now concludes that he has 
established affirmative answers for com- 
ponent Questions 1 and 2: there is a 
plausible causal relationship between 
capitalism and the rise in per capita in- 
come of the last half-century, and there 
are no extraneous factors to which the 
increase may properly be ascribed. With- 
out conceding that Professor Schumpeter 
has handled Question 2 in a manner that 
is above serious criticism, one may grant 
that he has made a “reasonable’’ case 
that the increase in per capita income 
achieved over the past century was 
causally connected with the method of 
economic organization which prevailed 
and may therefore be taken as at least 
a rough measure of “capitalist per- 
formance.” 

[V 

Now for the crucial question: Can 
capitalism repeat its past performance? 
It would be well to bear in mind that 
Schumpeter phrased the question six 
years ago when the prophets of doom 
with a nodding acquaintance with The 
General Theory were abroad in the land. 
Hence he was not subject to the tempta- 
tion besetting anyone writing at this date 
simply to set forth without comment the 
figures on production in the United 
States over the last five years. 

The answer to this question involves 
Schumpeter in a critique of “the theory 
of the vanishing investment opportuni- 
ty’’ which forms an essential ingredient 
of Marxist dogma and once enjoyed 
high favor with the depression vintage 
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Keynesians. Again the indirect approach 
is favored, the question being resolved 
into its component parts: 


1. Is investment opportunity vanishing? 

2. Assuming that it is vanishing, are the forces 
and mechanism offered by the theory the 
ones to stress (i.e., can the extraneous factors 
again be ignored)? 

. Assuming affirmative answers to Questions 1 
and 2, were the vicissitudes of the great de- 
pression really due to the passing of the in- 
vestment opportunity, and hence “‘inevi- 
table” during the next forty years? 


No attempt is made to answer these 
questions separately. Instead Schum- 
peter proceeds to classify pessimistic 
forecasts on the future of capitalism into 
three groups: 


1. Contentions that capitalism breeds a hos- 
tility to itself which will eventually crystal- 
lize in policies that will make a repetition of 
its past performance impossible 

. Contentions that the capitalist engine is 
breaking down through the ossification of 
monopoly, the bureaucratization of manage- 
ment, and excessive concern with the preser- 
vation of existing capital values 

. Assertions of the vanishing investment op- 
portunity in its most unsophisticated form, 
i.e., charges that the possibilities of profitable 
investment are disappearing because (a) hu- 
man wants are becoming satiated, (+) the 
rate of increase in population is slowing 
down, (c) there are no more new lands to be 
opened up, (d) technological innovations no 
longer afford the possibilities for profitable 
investment they once did, and (e) many of 
the best investment opportunities now be- 
long to the public rather than to the private 
sector of the economy 


Contentions of the first order are set 
aside for a more detailed examination in 
a later section; contentions of the second 
order have already been refuted; and con- 
tentions of the third order are ruthiessly 
dispatched. Yet, curiously enough, no 
mention is made of what in retrospect is 
the really significant formulation of the 
theory of the vanishing investment op- 
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portunity: namely, the Keynesian dem- 
onstration that if the marginal efficiency 
of capital falls as the stock of capital in- 
creases, while at the same time no corre- 
sponding decline takes place in the rate 
of interest, then capital incapable of 
earning the prevailing rate of interest 
will remain unemployed. Unless one is 
prepared to argue that the marginal effi- 
ciency of capital is largely unrelated to 
the quantity of capital, Schumpeter’s 
refutation of the “theory of the vanish- 
ing investment opportunity”’ cannot be 
accepted as satisfactory, though, strictly 
speaking, there is no reason why a rising 
per capita income could not be associated 
with an increasing amount of unem- 
ployment. 

Again Schumpeter’s conclusion is un- 
exceptional, at least to this writer: given 
the opportunity, capitalism could repeat 
its performance. But Schumpeter arrives 
at the conclusion by a process of elimina- 
tion and after an inconclusive bout with 
the ideas of the less sophisticated secular 
stagnationists, omitting the most per- 
suasive argument of all for believing that 
capitalism could do the job again. The 
argument, of course, is simply: given the 
recent rate of technological innovation 
and the fact that innovation has for at 
least three centuries been increasing with 
a positive rate of acceleration, it would be 
hazardous in the extreme to assume any- 
thing else. 

V 

Having marshaled his arguments to 
make the point that capitalism, if given 
a chance, could repeat its past perform- 
ance, Schumpeter now brings forth the 
substance of his theory of institutional 
change to make his case that capitalism 
will not get the chance; that capitalism 
contains the seeds of its own destruction, 
which, however, are radically different 
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from those discerned by Marxists and 
unsophisticated Keynesians. 

At this point in the exposition it be- 
comes impossible to abstract a system- 
atic outline; but so far as I can discern 
Schumpeter’s thesis reduces to six main 
ideas: 


1. By definition it is the “function” of the 
entrepreneur to introduce innovations and 
hence to perform the “entrepreneurial func- 
tion’; but this function is becoming obsolete 
because (a) innovation more and more tends 
to become a product of bureaucratized re- 
search; (+) the traditional consumer resist- 
ance to new things has already been pretty 
well liquidated by successful entrepreneur- 
ing with the result (c) that economic prog- 
ress becomes so depersonalized and auto- 
matic that the businessman no longer counts 
for much. Hence the businessman is losing 
his “social function.” 

. Capitalism fosters a type of “rationality” 
which undermines its foundations (a) be- 
cause it encourages a skeptical attitude 
toward the social order on which it rests and 
(b) because it is transforming the “bourgeois 
family” which is the very cornerstone of 
capitalism into something quite different. 

. Capitalism is destroying its own institutional 
framework, since (a) it expropriates the 
“little man’? and (+) bureaucratization and 
bigness deprive property of its “material sub- 
stance’’—“‘its visible and touchable reality,” 
with the result (c) that people become in- 
different to the fate of the vast aggregates of 
wealth which no one can claim as “his.” 

. The case for capitalism is too complicated to 
be grasped by the great mass of citizens in 
any country; it cannot serve as an ideal to 
hold in check the destructive tensions gen- 
erated in the everyday business of life. 

. The business class is incapable of governing 
because business does not develop the quali- 
ties which are necessary in a political elite; it 
must necessarily have the protection of some 
other class, which traditionally has been the 
aristocracy; but capitalism has destroyed the 
aristocracy and left itself wide open to 
attack. 

Capitalism has called into being, and gives 
aid and comfort to, an intelligentsia which 
has a vested interest in its destruction and 
which can organize the vague discontent 
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with the existing state of things, thereby ex- 
ploiting the vulnerability of the bourgeoisie 
to attack. 


This thesis seems eminently plausible. 
Let us examine it more closely. 

Proposition 1 can be called into ques- 
tion either by denying that the “social 
function’’ of the entrepreneur is the in- 
troduction of innovations (or, what 
amounts to the same thing, that the en- 
trepreneurial function is by definition 
the introduction of innovations) or by 
accepting the premise and denying the 
assertion that the entrepreneurial func- 
tion within Schumpeter’s meaning of the 
term is disappearing. 

Actually Schumpeter’s concept of the 
entrepreneurial function, which dates 
from the publication of The Theory of 
Economic Development in 1912, is itself 
probably obsolete; for it is now generally 
accepted that entrepreneurship consists 
in the meeting of uncertainty. Circum- 
stances surrounding the introduction of 
an innovation are merely one type of un- 
certainty, albeit a very important type. 
One might argue (though I do not care 
to do so) that the bureaucratization of 
research reduces the uncertainty as to 
what is going to come out of the test tube 
in any given project; but he would be a 
very rash student indeed who would 
endeavor to establish that the amount 
of uninsurable risk which attends the 
conduct of business is vanishing in the 
modern world. 

Let us, however, agree that the en- 
trepreneurial function consists in the in- 
troduction of innovations by business- 
men. Does it follow that, with the bu- 
reaucratization of research and the in- 
creasing receptivity of consumers to new 
commodities, progress is becoming de- 
personalized and automatic and the 
individual businessman _ superfluous? 
Schumpeter brings forward a bad mili- 
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tary analogy (also taken over from his 
earlier essay) to illustrate his point. He 
argues that modern warfare has rendered 
the heroic general obsolete; that in a 
modern army top-level leaders are so 
easily replaced that the removal of any 
particular official makes little difference 
one way or the other to the functioning 
of the war machine. One might just as 
persuasively argue, as Professor Jewkes 
has done, that the larger and more bu- 
reaucratized the organization, the more 
difficult it is to find a chief executive with 
sufficient ability to keep the organization 
alive and moving. Certainly it can be 
demonstrated without much difficulty 
that in the case of military innovations, 
“progress’’ is neither depersonalized nor 
automatic. Almost invariably such prog- 
ress is achieved only because certain offi- 
cials have succeeded in overcoming the 
inertia of size and bureaucratic routine 
(which is itself a necessary condition for 
size).° 

Likewise Schumpeter’s contention that 
it is difficult to state the case for capi- 
talism in a manner which will carry con- 
viction with the great rnass of citizens in 
any country is a proposition of doubtful 
validity. 

Three supporting assertions are ad- 
vanced. The case for capitalism is too 
complex to be grasped by the great ma- 
jority of citizens. The most effective ar- 
gument for capitalism requires the adop- 
tion and appreciation of the long-run 
view; whereas the long-run interests of 
society are lodged with the upper stratum 
of bourgeois society. Capitalism inspires 

6 Nor is Schumpeter’s view of the decreasing im- 
portance of the individual touch in business com- 
patible with the conception of business administra- 
tion presented by Mr. Chester Barnard in his pene- 
trating essay on The Function of the Executive (Cam- 
bridge, 1938). In fact, it is Mr. Barnard’s working 
assumption that a corporate group goes under when 
it fails to secure the services of executives who can 
adapt it to changes in the external environment. 
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no emotional attachment on the part of 
the majority and hence cannot protect 
itself against the rage tendencies gen- 
erated by the very process of staying 
alive in the modern world. 

Now if Schumpeter is arguing that a 
complex case is seldom grasped by any- 
one save those persons who have a direct 
vested interest in grasping it (lawyers, 
students aspiring to honor degrees, etc.), 
few of us would be inclined to dispute 
his point. But if it is maintained (a) that 
the case for capitalism is “inherently”’ 
more difficult to comprehend than the 
case for socialism or (6) that a good po- 
lemical argument has not been—or can- 
not be—formulated for capitalism, I 
must demur. 

It is granted that the representative 
economist’s case for capitalism predi- 
cated, as it usually is, upon utility-wel- 
fare assumptions is too cumbersome to 
be expounded effectively and too falla- 
cious to stand detailed examination. But, 
as we have seen, Schumpeter has already 
rejected this formulation of the case. If 
one accepts his analysis, the public need 
only be sold on the idea that the wide 
scope and powerful stimulus offered by 
the capitalistic environment facilitates 
economic evolution; or simply on the 
slogan that “enterprise’’ makes for 
“‘progress’’—a line that the National 
Association of Manufacturers has 
“plugged”’ with notable success for a 
great many vears. 

Again Schumpeter’s contention that 
“the long-run interests of society are so 
entirely lodged with the upper strata of 
bourgeois society that it is perfectly 
natural for people to look upon them as 
the interests of that class only”’ takes too 
much for granted. Certainly several mil- 
lion people in the United States believe 
they have a direct interest in the devel- 
opment of television and a new-model 
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But what of the “little man’’—the 
petit bourgeoisie of the Marxists? Unlike 
his counterpart in the United States, he 
has neither the social prestige nor self- 
confidence that would enable him to 
argue effectively for business as a way of 
life in the public forum. Yet so long as he 
stays small, the symbols of socialism are 
on his side, in Britain at least; and he 
need not fear for the future. Indeed, even 
he has something of a stake in the new 
order, since the cartelization of the mar- 
ket frequently affords him a degree of 
security far exceeding his fondest pre- 
war fantasies. (By way of example one 
might cite again the organization of food 
and milk distribution.) Thus it seems 
that Professor Schumpeter’s prophecy 
that “eventually there will be nobody 
who really cares about capitalism 
either within or without the great cor- 
porations”’ has already been fulfilled for 
Britain. 

Finally, we may enumerate some of 
the more or less accidental circumstances 
which have contributed to the formation 


of an opinion favorable to the socializa- 
tion process. We may wonder, for in- 


stance, whether the course of events 
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might not have been different had a Con- 
servative government succeeded in mas- 
tering the rudiments of anticyclical 
finance before September, 1939; or had 
capitalism in Britain managed to secure 
the allegiance of a really eloquent set of 
champions. (The battle was practically 
over before The Road to Serfdom and 
Ordeal by Planning appeared.) But, for 
better or worse, the socialist indictment 
elaborated and reiterated in any number 
of brilliant polemics—News from No- 
where, The Acquisitive Society, and The 
Decay of Capitalist Civilization, to men- 
tion three works in a vast literature 
went unanswered. Or again we may won- 
der what might have happened had the 
ablest and most prolific of the early 
Fabians died young. Happily, Bernard 
Shaw is stil! with us, and the Webbs and 
H. G. Wells have but lately departed. 
But when we begin to dwell on the 
chance circumstances which have gone 
into the making of the preconditions for 
socialism in Britain, we venture further 
into historismus than is permissible in 
what purports to be an interpretive 
essay. 
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MODIFICATION of economic analy- 
sis to incorporate incomplete in- 
formation and uncertain fore- 

sight as axioms is suggested here. This 
approach dispenses with “profit maximi- 
zation’’; and it does not rely on the pre- 
dictable, individual behavior that is usu- 
ally assumed, as a first approximation, in 
standard textbook treatments. Despite 
these changes, the analytical concepts 
usually associated with such behavior are 
retained because they are not dependent 
upon such motivation or foresight. The 
suggested approach embodies the princi- 
ples of biological evolution and natural 
selection by interpreting the economic 
system as an adoptive mechanism which 
chooses among exploratory actions gener- 
ated by the adaptive pursuit of “‘success”’ 
or “profits.” The resulting analysis is 
applicable to actions usually regarded as 
aberrations from standard economic be- 
havior as well as to behavior covered by 
the customary analysis. This wider ap- 
plicability and the removal of the un- 
realistic postulates of accurate anticipa- 
tions and fixed states of knowledge have 
provided motivation for the study. 

The exposition is ordered as follows: 
First, to clear the ground, a brief state- 
ment is given of a generally ignored as- 
pect of “profit maximization,” that is, 
where foresight is uncertain, “profit 
maximization”’ is meaningless as a guide 
to specifiable action. The constructive 
development then begins with an intro- 

‘I am indebted to Dr. Stephen Enke for criti- 
cism and stimulation leading to improvements in 
both content and exposition. 


duction of the element of environmental 
adoption by the economic system of a 
posteriori most appropriate action ac- 
cording to the criterion of “realized posi- 
tive profits.’”’ This is illustrated in an ex- 
treme, random-behavior model without 
any individual rationality, foresight, or 
motivation whatsoever. Even in this ex- 
treme type of model, it is shown that the 
economist can predict and explain events 
with a modified use of his conventional 
analytical tools. 

This phenomenon—environmental 
adoption—is then fused with a type of 
individual motivated behavior based on 
the pervasiveness of uncertainty and in- 
complete information. Adaptive, imita 
tive, and trial-and-error behavior in the 
pursuit of “positive profits’ is utilized 
rather than its sharp contrast, the pur- 
suit of “‘maximized profits.’’ A final sec- 
tion discusses some implications and 
conjectures. 


I. “PROFIT MAXIMIZATION’’ NOT A 
GUIDE TO ACTION 
Current economic analysis of economic 
behavior relies heavily on decisions made 
by rational units customarily assumed to 
be seeking perfectly optimal situations.? 
well known—profit 
utility maximiza- 


Two criteria are 
maximization and 


*See, e.g., J. Robinson, Economics of Imperfect 
Competition (London: Macmillan), p. 6, for a strong 
statement of the necessity of such optima! behavior. 
Standard textbooks expound essentially the same 
idea. See also P. Samuelson, Foundations of Eco- 
nomic Analysis (Cambridge: Harvard University 


Pre $S, 1949). 
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tion.’ According to these criteria, ap- 
propriate types of action are indicated 
by marginal or neighborhood inequalities 
which, if satisfied, yield an optimum. But 
the standard qualification usually added 
is that nobody is able really to optimize 
his situation according to these diagrams 
and concepts because of uncertainty 
about the position and, sometimes, even 
the slopes of the demand and supply 
functions. Nevertheless, the economist 
interprets and predicts the decisions of 
individuals in terms of these diagrams, 
since it is alleged that individuals use 
these concepts implicitly, if not ex- 
plicitly. 

Attacks on this methodology are wide- 
spread, but only one attack has been 
really damaging, that of G. Tintner.* He 
denies that profit maximization even 
makes any sense where there is uncer- 
tainty. Uncertainty arises from at least 
two sources: imperfect foresight and hu- 
man inability to solve complex problems 
containing a host of variables even when 
an optimum is definable. Tintner’s proof 
is simple. Under uncertainty, by defini- 
tion, each action that may be chosen is 
identified with a distribution of potential 
outcomes, not with a unique outcome. 
Implicit in uncertainty is the conse- 
quence that these distributions of po- 
tential outcomes are overlapping.’ It is 
worth emphasis that each possible ac- 
tion has a distribution of potential out- 

‘In the following we shall discuss only profit 


maximization, although everything said is applicable 
equally to utility maximization by consumers. 

‘“The Theory of Choice under Subjective Risk 
and Uncertainty,” Econometrica, TX (1941), 208 
304; “The Pure Theory of Production under Tech- 
nological Risk and Uncertainty,” tdid., pp. 305-11; 
and “A Contribution to the Nonstatic Theory of 
Production,’ Studies in Mathematical Economics and 
Econometrics (Chicago. University of Chicago Press, 
1942), pp. 92- roo 

» Thus uncertainty is defined here to be the phe 
nomenon that produces overlapping distributions of 


prot ntial outcomes 
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comes, only one of which will materialize 
if the action is taken, and that one out- 
come cannot be foreseen. Essentially, the 
task is converted into making a decision 
(selecting an action) whose potential out- 
come distribution is preferable, that is, 
choosing the action with the optimum 
distribution, since there is no such thing 
aS a maximizing distribution. 

For example, let each of two possible 
choices be characterized by its subjective 
distribution of potential outcomes. Sup- 
pose one has the higher “‘mean”’ but a 
larger spread, so that it might result in 
larger profits or losses, and the other has 
a smaller “‘mean”’ and a smaller spread. 
Which one is the maximum? This is a 
nonsensical question; but to ask for the 
optimum distribution is not nonsense. 
In the presence of uncertaiiity—a neces- 
sary condition for the existence of profits 

there is no meaningful criterion for se- 
lecting the decision that will ‘maximize 
profits.’” The maximum-profit criterion 
is not meaningful as a basis for selecting 
the action which will, in fact, result in an 
outcome with higher profits than any 
other action would have, unless one as- 
sumes nonoverlapping potential outcome 
distributions. It must be noticed that 
the meaningfulness of ‘maximum profits 

a realized outcome which is the largest 
that could have been realized from the 
available actions’’—is perfectly consist- 
ent with the meaninglessness of ‘profit 
maximization’’--a criterion for selecting 
among alternative lines of action, the po- 
tential outcomes of which are describable 
only as distributions and not as unique 
amounts. 

This crucial difficulty 
avoided by using a preference function 
as a criterion for selecting most pre- 
ferred distributions of potential out- 
comes, but the search for a criterion of 
rationality and choice in terms of pref- 


would be 
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erence functions still continues. For ex- 
ample, the use of the mean, or expecta- 
tion, completely begs the question of un- 
certainty by disregarding the variance 
of the distribution, while a ‘“‘certainty 
equivalent”’ assumes the answer. The 
only way to make “profit maximization” 
a specifically meaningful action is to 
postulate a model containing certainty. 
Then the question of the predictive and 
explanatory reliability of the model must 
be faced.® 


II. SUCCESS IS BASED ON RESULTS, 
NOT MOTIVATION 


There is an alternative method which 
treats the decisions and criteria dictated 
by the economic system as more impor- 
tant than those made by the individuals 
in it. By backing away from the trees— 
the optimization calculus by individual 
units—we can better discern the forest 
of impersonal market forces.’ This ap- 
proach directs attention to the interrela- 
tionships of the environment and the pre- 
vailing types of economic behavior which 
appear through a process of economic 
natural selection. Yet it does not imply 
that individual foresight and action do 
not affect the nature of the existing state 
of affairs. 

In an economic system the realization 
of profits is the criterion according to 
which successful and surviving firms are 
selected. This decision criterion is applied 
primarily by an impersonal market sys- 

¢ Analytical models in all sciences postulate mod- 
els abstracting from some realities in the belief that 
derived predictions will still be relevant. Simplifica- 
tions are necessary, but continued attempts should 
be made to introduce more realistic assumptions into 
a workable mode! with an increase in generality and 
detail (see M. Friedman and L. Savage, “The Utility 
Analysis of Choices Involving Risks,” Journal of 
Political Economy, LVI, No. 4 [1948], 279). 

7 In effect, we shall be reverting to a Marshallian 
type of analysis combined with the essentials of Dar 
winian evolutionary natura] selection. 


tem in the United States and may be 
completely independent of the decision 
processes of individual units, of the va- 
riety of inconsistent motives and abili- 
ties, and even of the individual’s aware- 
ness of the criterion. The reason is simple. 
Realized positive profits, not maximum 
profits, are the mark of success and via- 
bility. It does not matter through what 
process of reasoning or motivation such 
success was achieved. The fact of its ac- 
complishment is sufficient. This is the 
criterion by which the economic system 
selects survivors: those who realize post- 
live profits are the survivors; those who 
suffer losses disappear. 

The pertinent requirement 
profits through relative efficiency—is 
weaker than “maximized profits,’’ with 
which, unfortunately, it has been con- 
fused. Positive profits accrue to those 
who are better than their actual com- 
petitors, even if the participants are ig- 
norant, intelligent, skilful, etc. The cru- 
cial element is one’s aggregate position 
relative to actual competitors, not some 
hypothetically perfect competitors. As 
in a race, the award goes to the relatively 
fastest, even if all the competitors loaf. 
Even in a world of stupid men there 
would still be profits. Also, the greater 
the uncertainties of the world, the greater 
is the possibility that profits would go to 
venturesome and lucky rather than to 
logical, careful, fact-gathering — indi- 
viduals. 

The preceding interpretation suggests 
two ideas. First, success (survival) ac- 


positive 


companies relative superiority; and, sec- 
ond, it does not require proper motiva- 
tion but may rather be the result of for- 
tuitous circumstances. Among all com- 
petitors, those whose particular condi- 
tions happen to be the most appropriate 
of those offered to the economic system 
for testing and adoption will be 


““ 


Se- 
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lected’’ as survivors. Just how such an 
approach can be used and how individ- 
uals happen to offer these appropriate 
forms for testing are problems to which 
we now turn.* 


Ill. CHANCE OR LUCK IS ONE METHOD 
OF ACHIEVING SUCCESS 

Sheer chance is a substantial element 
in determining the situation selected and 
also in determining its appropriateness or 
viability. A second element is the ability 
to adapt one’s self by various methods to 
an appropriate situation. In order to in- 
dicate clearly the respective roles of luck 
and conscious adapting, the adaptive cal- 
culus will, for the moment, be completely 
removed. All individual rationality, mo- 
tivation, and foresight will be temporar- 
ily abandoned in order to concentrate 
upon the ability of the environment to 
adopt “appropriate” survivors even in 
the absence of any adaptive behavior. 
This is an apparently unrealistic, but 
nevertheless very useful, expository ap- 
proach in establishing the attenuation 
between the ex post survival criterion 
and the role of the individual’s adaptive 
decision criterion. It also aids in assessing 
the role of luck and chance in the opera- 
tion of our economic system. 

Consider, first, the simplest type of 
biological evolution. Plants “grow” to 
the sunny side of buildings not because 
they “want to” in awareness of the fact 
that optimum or better conditions pre- 
vail there but rather because the leaves 
that happen to have more sunlight grow 

§ Also suggested is another way to divide the gen 
eral problem discussed here. The process and ra 
tionale by which a unit chooses its actions so as to 
optimize its situation is one part of the problem. The 
other is the relationship between changes in the en 
vironment and the consequent observable results, 
i.e., the decision process of the economic society. The 
classification used in the text is closely related to this 
but differs in emphasizing the degree of knowledge 
and foresight. 


ARMEN A. ALCHIAN 


faster and their feeding systems become 
stronger. Similarly, animals with con- 
figurations and habits more appropriate 
for survival under prevailing conditions 
have an enhanced viability and will with 
higher probability be typical survivors. 
Less appropriately acting organisms of 
the same general class having lower prob- 
abilities of survival will find survival 
difficult. More common types, the sur- 
vivors, may appear to be those having 
adapted themselves to the environment, 
whereas the truth may well be that the 
environment has adopted them. There 
may have been no motivated individual 
adapting but, instead, only environmen- 
tal adopting. 

A useful, but unreal, example in which 
individuals act without any foresight in- 
dicates the type of analysis available to 
the economist and also the ability of the 
system to “‘direct”’ resources despite in- 
dividual ignorance. Assume that thou- 
sands of travelers set out from Chicago, 
selecting their roads completely at ran- 
dom and without foresight. Only our 
“economist”’ knows that on but one road 
are there any gasoline stations. He can 
state categorically that travelers will 
continue to travel only on that road; 
those on other roads will soon run out of 
gas. Even though each one selected his 
route at random, we might have called 
those travelers who were so fortunate as 
to have picked the right road wise, effi- 
cient, foresighted, etc. Of course, we 
would consider them the lucky ones. If 
gasoline supplies were now moved to a 
new road, some formerly luckless trav- 
elers again would be able to move; and 
a new pattern of travel would be ob- 
served, although none of the travelers 
had changed his particular path. The 
really possible paths have changed with 
the changing environment. All that is 
needed is a set of varied, risk-taking 
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(adoptable) travelers. The correct direc- 
tion of travel will be established. As cir- 
cumstances (economic environment) 
change, the analyst (economist) can se- 
lect the types of participants (firms) 
that will now become successful; he may 
also be able to diagnose the conditions 
most conducive to a greater probability 
of survival.’ 


IV. CHANCE DOES NOT IMPLY NONDI- 
RECTED, RANDOM ALLOCATION 
OF RESOURCES 


These two examples do not constitute 
an attempt to base all analysis on adop- 
tive models dominated by chance. But 
they do indicate that collective and in- 
dividual random behavior does not per 
se imply a nihilistic theory incapable of 
yielding reliable predictions and explana- 
tions; nor does it imply a world lacking 
in order and apparent direction. It might, 
however, be argued that the facts of life 
deny even a substantial role to the ele- 
ment of chance and the associated adop- 
tion principle in the economic system. 
For example, the long lives and disparate 
sizes of business firms and hereditary for- 
tunes may seem to be reliable evidence of 
consistent foresighted motivation and 
nonrandom behavior. In order to demon- 
strate that consistent success cannot be 
treated as prima facie evidence against 
pure luck, the following chance model of 
Borél, the famous French mathemati- 
cian, is presented. 

Suppose two million Parisians were 
paired off and set to tossing coins in a 
game of matching. Each pair plays until 
the winner on the first toss is again 

*The undiscerning person who sees survivors 
corresponding to changes in environment claims to 
have evidence for the ““Lysenko” doctrine. In truth, 
all he may have is evidence for the doctrine that the 
environment, by competitive conditions, selects the 
most viable of the various phenotypic characteristics 
for perpetuation. Economists should beware of eco- 


nomic “Lysenkois m.” 


brought to equality with the other 
player. Assuming one toss per second 
for each eight-hour day, at the end of 
ten years there would still be, on the 
average, about a hundred-odd pairs; and 
if the players assign the game to their 
heirs, a dozen or so will still be playing 
at the end of a thousand years! The im- 
plications are obvious. Suppose that 
some business had been operating for 
one hundred years. Should one rule out 
luck and chance as the essence of the fac- 
tors producing the long-term survival of 
the enterprise? No inference whatever 
can be drawn until the number of original 
participants is known; and even then one 
must know the size, risk, and frequency 
of each commitment. One can see from 
the Borél illustration the danger in con- 
cluding that there are too many firms 
with long lives in the real world to admit 
an important role to chance. On the con- 
trary, one might insist that there are ac- 
tually too few! 

The chance postulate was directed to 
two problems. On the one hand, there is 
the actual way in which a substantial 
fraction of economic behavior and activ- 
ity is effected. On the other, there is the 
method of analysis which economists 
may use in their predictions and diag- 
noses. Before modifying the extreme 
chance model by adding adaptive be- 
havior, some connotations and implica- 
tions of the incorporation of chance ele- 
ments will be elaborated in order to re- 
veal the richness which is really inherent 
in chance. First, even if each and every 
individual acted in a haphazard and non- 
motivated manner, it is possible that the 
variety of actions would be so great that 
the resulting collective set would contain 
actions that are best, in the sense of per- 
fect foresight. For example, at a horse 
race with enough bettors wagering 
strictly at random, someone will win 





216 


on all eight races. Thus individual ran- 
dom behavior does not eliminate the 
likelihood of observing ‘“appropriate’’ 
decisions." 

Second, and conversely, individual be- 
havior according to some foresight and 
motivation does not necessarily imply a 
collective pattern of behavior that is dif- 
ferent from the collective variety of ac- 
tions associated with a random selection 
of actions. Where there is uncertainty, 
people’s judgments and opinions, even 
when based on the best available evi- 
dence, will differ; no one of them may be 
making his choice by tossing coins; yet 
the aggregate set of actions of the entire 
group of participants may be indistin- 
guishable from a set of individual ac- 
tions, each selected at random." 

Third, and fortunately, a chance- 
dominated model does not mean that 
an economist cannot predict or explain 
or diagnose. With a knowledge of the 
economy's realized requisites for sur- 
vival and by a comparison of alternative 
conditions, he can state what types of 
firms or behavior relative to other poss- 
ible types will be more viable, even 
though the firms themselves may not 
know the conditions or even try to 
achieve them by readjusting to the 
changed situation if they do know the 
conditions. It is sufficient if all firms are 
slightly different so that in the new en- 
vironmental situation those who have 
their fixed internal conditions closer to 
the new, but unknown, optimum position 
now have a greater probability of sur- 

‘© The Borél gamblers analogue is pertinent to a 
host of everyday situations. 

'tOf course, the economic units may be going 
through a period of soul-searching, management 
training, and research activity. We cannot yet iden- 
tify mental and physical activity with a process that 
results in sufficient information and foresight to 


yield uniquely determinate choices. To do so would 
be to beg the whole question. 
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vival and growth. They will grow rela- 
tive to other firms and become the pre- 
vailing type, since survival conditions 
may push the observed characteristics 
of the set of survivors toward the un- 
knowable optimum by either (1) re- 
peated trials or (2) survival of more of 
those who happened to be near the opti- 
mum—determined ex post. If these new 
conditions last “‘very long,” the domi- 
nant firms will be different ones from 
those which prevailed or would have pre- 
vailed under other conditions. Even if 
environmental conditions cannot be fore- 
cast, the economist can compare for 
given alternative potential situations the 
types of behavior that would have higher 
probability of viability or adoption. If 
explanation of past results rather than 
prediction is the task, the economist can 
diagnose the particular attributes which 
were critical in facilitating survival, even 
though individual participants were not 
aware of them.” 

Fourth, the bases of prediction have 
been indicated in the preceding para- 
graph, but its character should be made 
explicit. The prediction will not assert 
that every—or, indeed, any—firm neces- 
sarily changes its characteristics. It as- 
serts, instead, that the characteristics of 
the new set of firms, or possibly a set of 
new firms, will change. This may be 

'2Tt is not even necessary to suppose that each 
firm acts as if it possessed the conventional diagrams 
and knew the analytical principles employed by 
economists in deriving optimum and equilibrium 
conditions. The atoms and electrons do not know the 
laws of nature; the physicist does not impart to each 
atom a wilful scheme of action based on laws of con- 
servation of energy, etc. The fact that an economist 
deals with human beings who have sense and ambi- 
tions does not automatically warrant imparting to 
these humens the great degree of foresight and moti- 
vations which the econon:‘st may require for his cus- 
tomary analysis as an outside observer or “oracle.” 
The similarity between this argument and Gibbsian 
statistical mechanics, as well as biological evolution, 
is mot mere coincidence. 
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characterized by the “representative 
firm,” a purely statistical concept—a 
vector of “‘averages,’”’ one dimension for 
each of the several qualities of the popu- 
lation of firms. A “representative firm”’ 
is not typical of any one producer but, 
instead, is a set of statistics summarizing 
the various ‘‘modal’’ characteristics of 
the population. Surely, this was an in- 
tended use of Marshall’s “representative 
firm.” 

Fifth, a final implication drawn from 
consideration of this extreme approach 
is that empirical investigations via ques- 
tionnaire methods, so far used, are in- 
capable of evaluating the validity of 
marginal productivity analysis. This is 
true because productivity and demand 
analyses are essential in evaluating rela- 
tive viability, even though uncertainty 
eliminates “profit maximization’? and 
even if price and technological changes 
were to have no consciously redirecting 
effect on the firms. To illustrate, suppose 
that, in attempting to predict the effects 
of higher real wage rates, it is discovered 
that every businessman says he does not 
adjust his labor force. Nevertheless, 
firms with a lower labor-capital ratio will 
have relatively lower cost positions and, 
to that extent, a higher probability of 
survival. The force of competitive sur- 
vival, by eliminating higher-cost firms, 
reveals a population of remaining firms 
with a new average labor-capital ratio. 
The essential point is that individual mo- 
tivation and foresight, while sufficient, 
are not necessary. Of course, it is not 
argued here that therefore it is absent. 
All that is needed by economists is their 
own awareness of the survival conditions 
and criteria of the economic system and 
a group of participants who submit vari- 
ous combinations and organizations for 
the system’s selection and adoption. 
Both these conditions are satisfied." 
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As a consequence, only the method of 
use, rather than the usefulness, of eco- 
nomic tools and concepts is affected by 
the approach suggested here; in fact, 
they are made more powerful if they are 
not pretentiously assumed to be neces- 
sarily associated with, and dependent 
upon, individual foresight and adjust- 
ment. They are tools for, at least, the 
diagnosis of the operation of an eco- 
nomic system, even if not also for the in- 
ternal business behavior of each firm. 


V. INDIVIDUAL ADAPTING VIA IMITA- 
TION AND TRIAL AND ERROR 


Let it again be noted that the pre- 
ceding extreme model was designed to 
present in purest form only one element 
of the suggested approach. It is not ar- 
gued that there is no purposive, fore- 
sighted behavior present in reality. In 
adding this realistic element—adapta- 
tion by individuals with some foresight 
and purposive motivation—we are ex- 
panding the preceding extreme model. 
We are not abandoning any part of it or 
futilely trying to merge it with the oppo- 
site extreme of perfect foresight and 
“profit maximization.” 

Varying and conflicting objectives mo- 
tivate economic activity, yet we shall 
here direct attention to only one par- 
ticular objective—the sufficient condi- 
tion of realized positive profits. There 
are no implications of “profit maximiza- 
tion,” and this difference is important. 
Although the latter is a far more extreme 
objective when definable, only the former 
is the sine qua non of survival and suc- 
cess. To argue that, with perfect compe- 
tition, the two would come to the same 
thing is to conceal an important differ- 
ence by means of a very implausible as- 

3 This approach reveals how the “facts” of Les- 


ter’s dispute with Machlup can be handled with 
standard economic tools. 
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sumption. The pursuit of profits, and not 
some hypothetical undefinable perfect 
situation, is the relevant objective whose 
fulfilmeni is rewarded with survival. Un- 
fortunately, even this proximate objec- 
tive is too high. Neither perfect knowl- 
edge of the past nor complete awareness 
of the current state of the arts gives 
sufficient foresight to indicate profitable 
action. Even for this more restricted ob- 
jective, the pervasive effects of uncer- 
tainty prevent the ascertainment of ac- 
tions which are supposed to be optimal 
in achieving profits. Now the conse- 
quence of this is that modes of behavior 
replace optimum equilibrium conditions 
as guiding rules of action. Therefore, in 
the following sections two forms of con- 
scious adaptive behavior are emphasized. 

First, wherever successful enterprises 
are observed, the elements common to 
these observable successes will be asso- 
ciated with success and copied by others 
in their pursuit of profits or success. 
“Nothing succeeds like success.’’ Thus 
the urge for “rough-and-ready”’ imita- 
tive rules of behavior is accounted for. 
What would otherwise appear to be 
merely customary “orthodox,’’ nonra- 
tional rules of behavior turns out to be 
codified imitations of observed success, 
e.g., ““conventional’’ markup, price “‘fol- 
lowship,”’ ‘‘orthodox’’ accounting and 
operating ratios, ‘‘proper’’ advertising 
policy, etc. A conventionally employed 
type of behavior pattern is consistent 
with the postulates of the analysis em- 
ployed, even though the reasons and jus- 
tifications for the particular conventions 
are not."4 

Many factors cause this motive to 
imitate patterns of action observable in 


past successes. Among these are: (1) the 


absence of an identifiable criterion for 
decision-making, (2) the variability of 
the environment, (3) the multiplicity of 
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factors that call for attention and choice, 
(4) the uncertainty attaching to all these 
factors and outcomes, (5) the awareness 
that superiority relative to one’s com- 
petitors is crucial, and (6) the nonavail- 
ability of a trial-and-error process con- 
verging to an optimum position. 

In addition, imitation affords relief 
from the necessity of really making deci- 
sions and conscious innovations, which, 
if wrong, become “‘inexcusable.’’ Unfor- 
tunately, failure or success often reflects 
the willingness to depart from rules when 
conditions have changed; what counts, 
then, is not only imitative behavior but 
the willingness to abandon it at the 
“right”? time and circumstances. Those 
who are different and successful “‘be- 
come”’ innovators, while those who fail 
“‘become”’ reckless violators of tried-and- 
true rules. Although one may deny the 
absolute appropriateness of such rules, 
one cannot doubt the existence of a 
strong urge to create conventions and 
rules (based on observed success) and a 
willingness to use them for action as well 
as for rationalizations of inaction. If 
another untried host of actions might 
have been even more successful, so much 
the worse for the participants who failed, 
and even for those who missed “perfect 
success.”’ 

Even innovation is accounted for by 
imitation. While there certainly are those 
who consciously innovate, there are 
those who, in their imperfect attempts 

'# These constructed rules of behavior should be 
distinguished from “rules’’ which, in effect, do no 
more than define the objective being sought. Con 


fusion between objectives which motivate one and 
rules of behavior are commonplace. For example, 
“full-cost pricing” is a “rule” that one cannot really 
follow. He can try to, but whether he succeeds or 
fails in his objective of survival is not controllable 
by foJlowing the “rule of full-cost pricing.” If he fails 
in his objective, he must, of necessity, fail to have 
followed the “rule.”” The situation is parallel to try- 
ing to control the speed of a car by simply setting by 
hand the indicator on the speedometer. 
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to imitate others, unconsciously innovate 
by unwittingly acquiring some unex- 
pected or unsought unique attributes 
which under the prevailing circumstances 
prove partly responsible for the success. 
Others, in turn, will attempt to copy the 
uniqueness, and the imitation-innova- 
tion process continues. Innovation is 
assured, and the notable aspects of it 
here are the possibility of unconscious 
pioneering and leadership. 

The second type of conscious adaptive 
behavior, in addition to imitation, is 
“trial and error.’’ This has been used 
with “profit maximization,” wherein, by 
trial and ensuing success or failure, more 
appropriate actions are selected in a proc- 
ess presumed to converge to a limit of 
“profit maximization” equilibrium. Un- 
fortunately, at least two conditions are 
necessary for convergence via a trial-and- 
error process, even if one admits an equi- 
librium situation as an admissible limit. 
First, a trial must be classifiable as a suc- 
cess or failure. The position achieved 
must be comparable with results of other 
potential actions. In a static environ- 
ment, if one improves his position rela- 
tive to his former position, then the ac- 
tion taken is better than the former one, 


and presumably one could continue by 


small increments to advance to a local 
optimum. An analogy is pertinent. A 
nearsighted grassnopper on a mound of 
rocks can crawl to the top of a particular 
rock. But there is no assurance that he 
can also get to the top of the mound, for 
he might have to descend for a while or 
hop to new rocks. The second condition, 
then, for the convergence via trial and 
error is the continual rising toward some 
optimum oplimorum without intervening 
descents. Whether decisions and actions 
in economic life satisfy these two condi- 
tions cannot be proved or disproved here, 
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but the available evidence seems over- 
whelmingly unfavorable. 

The above convergence conditions do 
not apply to a changing environment, 
for there can be no observable compari- 
son of the result of an action with any 
other. Comparability of resulting situa- 
tions is destroyed by the changing envi- 
ronment. As a consequence, the measure 
of goodness of actions in anything except 
a tolerable-intolerable sense is lost, and 
the possibility of an individual’s con- 
verging to the optimum activity via a 
trial-and-error process disappears. Trial 
and error becomes survival or death. It 
cannot serve as a basis of the individual's 
method of convergence to a ““maximum”’ 
or optimum position. Success is discov- 
ered by the economic system through a 
blanketing shotgun process, not by the 
individual through a converging search. 

In general, uncertainty provides an 
excellent reason for imitation of observed 
success. Likewise, it accounts for ob- 
served uniformity among the survivors, 
derived from an evolutionary, adopting, 
competitive system employing a criterion 
of survival, which can operate inde- 
pendently of individual motivations. 
Adapting behavior via imitation and 
venturesome innovation enlarges the 
model. Imperfect imitators provide op- 
portunity for innovation, and the sur- 
vival criterion of the economy deter- 
mines the successful, possibly because 
imperfect, imitators. Innovation is pro- 
vided also by conscious wilful action, 
whatever the ultimate motivation may 
be, since drastic action is motivated by 
the hope of great success as well as by 
the desire to avoid impending failure. 

All the preceding arguments leave the 
individual economic participant with 
imitative, venturesome, innovative, trial- 
and-error adaptive behavior. Most con- 
ventional economic tools and concepts 





220 ARMEN A. 


are still useful, although in a vastly dif- 
ferent analytical framework—one which 
is closely akin to the theory of biological 
evolution. The economic counterparts of 
genetic heredity, mutations, and natural 
selection are imitation, innovation, and 
positive profits. 


VI. CONCLUSIONS AND SUMMARY 


I shall conclude with a brief reference 
to some implications and conjectures. 

Observable patterns of behavior and 
organization are predictable in terms of 
their relative probabilities of success or 
viability if they are tried. The observed 
prevalence of a type of behavior depends 
upon both this probability of viability 
and the probability of the different types 
being submitted to the economic system 
for testing and selecting. One is the prob- 
ability of appearance of a certain type of 
organization (mutation), and the other is 
the probability of its survival or viabil- 
ity, once it appears (natural selection). 
There is much evidence for believing 
that these two probabilities are inter- 
related. But is there reason to suppose 
that a high probability of viability im- 
plies a high probability of an action’s be- 
ing taken, as would be implied in a sys- 
tem of analysis involving some “inner 
directed urge toward perfection’? If 
these two probabilities are not highly 
correlated, what predictions of types of 
action can the economist make? An an- 
swer has been suggested in this paper. 

While it is true that the economist can 
define a profit maximization behavior by 
assuming specific cost and revenue condi- 
tions, is there any assurance that the con- 
ditions and conclusions so derivable are 
not too perfect and absolute? If profit 
maximization (certainty) is not ascer- 
tainable, the confidence about the pre- 
dicted effects of changes, e.g., higher 
taxes or minimum wages, will be depend- 
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ent upon how close the formerly existing 
arrangement was to the formerly “‘opti- 
mal’’ (certainty) situation. What really 
counts is the various actions actually 
tried, for it is from these that “‘success”’ 
is selected, not from some set of perfect 
actions. The economist may be pushing 
his luck too far in arguing that actions in 
response to changes in environment and 
changes in satisfaction with the existing 
state of affairs will converge as a result of 
adaptation or adoption toward the opti- 
mum action that should have been se- 
lected, if foresight had been perfect." 

In summary, I have asserted that the 
economist, using the present analytical 
tools developed in the analysis of the firm 
under certainty, can predict the more 
adoptable or viable types of economic in- 
terrelationships that will be induced by 
environmental change even if individuals 
themselves are unable to ascertain them. 
That is, although individual participants 
may not know their cost and revenue 
situations, the economist can predict the 
consequences of higher wage rates, taxes, 
government policy, etc. Like the biolo- 
gist, the economist predicts the effects of 


's An anomalous aspect of the assumption of per- 
fect foresight is that it nearly results in tautological 
and empty statements. One cannot know every- 
thing, and this is recognized by the addendum that 
one acts within a “given state and distribution of 
the arts.” But this is perilously close, if not equiva- 
lent, to saying either that action is taken only where 
the outcome is accurately foreseen or that informa- 
tion is always limited. The qualification is inserted 
because one might contend that it is the “constancy 
of the state and distribution of arts” that is neces- 
sary as a celeris paribus. But even the latter is no 
solution. A large fraction of behavior in a world of 
incomplete information and uncertainty is neces- 
sarily directed at increasing the state of arts and ven- 
turing into an unknown sphere. While it is probably 
permissible to start with a prescribed “distribution 
of the knowledge of the arts,” holding it constant is 
too restrictive, since a large class of important and 
frequent actions necessarily involves changes in the 
state and distribution of knowledge. The modifica- 
tion suggested here incorporates this search for more 
knowledge as an essential foundation. 





UNCERTAINTY AND ECONOMIC THEORY 


environmental changes on the surviving 
class of living organisms; the economist 
need not assume that each participant is 
aware of, or acts according to, his cost 
and demand situation. These are con- 
cepts for the economist’s use and not nec- 
essarily for the individual participant’s, 
who may have other analytic or custom- 
ary devices which, while of interest to the 
economist, serve as data and not as ana- 
lytic methods. 

An alternative to the rationale of in- 
dividual profit maximization has been 
presented without exorcising uncer- 
tainty. Lest isolated arguments be mis- 
interpreted, let it be clearly stated that 
this paper does not argue that purposive 
objective-seeking behavior is absent from 
reality, nor, on the other hand, does it 
indorse the familiar thesis that action of 
economic units cannot be expressed with- 
in the marginal analysis. Rather, the con- 
tention is that the precise role and nature 
of purposive behavior in the presence of 
uncertainty and incomplete information 
have not been clearly understood or 
analyzed. 

It is straightforward, if not heuristic, 
to start with complete uncertainty and 
nonmotivation and then to add elements 
of foresight and motivation in the process 
of building an analytical model. The op- 
posite approach, which starts with cer- 
tainty and unique motivation, must 
abandon its basic principles as soon as 
uncertainty and mixed motivations are 
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recognized."© The approach suggested 
here is intellectually more modest and 
realistic, without sacrificing generality. 
It does not regard uncertainty as an ab- 
errational exogenous disturbance, as does 
the usual approach from the opposite ex- 
treme of accurate foresight. The exist- 
ence of uncertainty and incomplete in- 
formation is the foundation of the sug- 
gested type of analysis; the importance 
of the concept of a class of “chance’’ de- 
cisions rests upon it; it permits of various 
conflicting objectives; it motivates and 
rationalizes a type of adaptive imitative 
behavior; yet it does not destroy the ba- 
sis of prediction, explanation, or diag- 
nosis. It does not base its aggregate de- 
scription on individual optimal action; 
yet it is capable of incorporating such 
activity where justified. The formaliza- 
tion of this approach awaits the marriage 
of the theory of stochastic processes and 
economics—two fields of thought ad- 
mirably suited for union. It is conjec- 
tured that the suggested modification is 
applicable to a wide class of events and 
is worth attempts at empirical veri- 
fication."? 

‘© If one prefers, he may believe that the sugges 
tions here contain reasons why the mode! based on 
certainty may predict outcomes, although individ- 
uals really cannot try to maximize profits. But the 
dangers of this have been indicated 

‘7? Preliminary study in this direction has been 
very convincing, and, in addition, the suggested ap 
proach appears to contain important implications 
relative to general economic policy; but discussions 
of these are reserved for a later date. 





TAX INCENTIVES FOR MINERAL ENTERPRISE’ 


DOUGLAS H. ELDRIDGE 
United States Treasury Department 
Washington, D.C. 


I. INTRODUCTION 


OR more than thirty years the fed- 

eral income tax has been used to 

foster mineral enterprise. By means 
of special depletion allowances income 
derived from mineral deposits has been 
granted more favorable tax treatment 
than that from any other type of capital 
asset. 

The Treasury Department has long 
opposed the exceptional depletion pro- 
visions on the ground that they are con- 
trary to princip!; of uniformity and 


equity among taxpayers.’ The special 


tax deductions are said to result in reve- 
nue losses of between $400 and $500 mil- 
lion annually. 

Spokesmen for the mineral industries, 
on the other hand, have repeatedly as- 
serted that special tax treatment for min- 
eral investments is in the nativnal in- 
terest. Adequate supplies of minerals are 
basic to our industrial economy and are 
especially crucial in time of war. The 
maintenance and improvement of the 
nation’s mineral position are said to de- 


' The statements contained in this article repre- 
sent the personal opinion of the writer and do not 
necessarily reflect the views of the United States 
Treasury Department. 

2See U.S. Congress, Joint Committee on Internal 
De pletion of Vines, Hearings 
3d sess , pp. 104 ff.; U.S. Con- 
Tax Evasion and Evaders (75th Cong.., 
rst sess. [1937]), p. 5; U.S. Con 
Revision of 1942, Hearings (77th Cong., 
7 ff., 84; U.S. Congress, Senate, Revenue Act of 1943, 
Hearings (78th Cong., ), pp. 66-605 


Revenue Taxation 


(71st Cong., [1920 
gress, House, 
Reve nue 


gress, House, 


2d sess.), 1, 


Ist Sess 

3 Statement by Secretary Snyder before the Com 
mittee on Ways and Means, House of Representa 
tives (Sist Cong., 2d sess.), February 3, 1950 


pend on venture capital for the discovery 
and development of additional mineral 
reserves. Moreover, this type of invest- 
ment allegedly involves extraordinary 
hazards. 

Congress, by and large, has accepted 
the mineral industries’ point of view and 
granted special tax allowances for this 
one class of investments. This article 
examines the character of these allow- 
ances and considers their suitability as 
tax incentive and risk offset devices. 


II. PRESENT DEPLETION PROVISIONS AND 
THEIR BACKGROUND 
The tax law now provides three dis- 
tinct types of depletion deductions for 
mineral properties: (a@) cost depletion, 
(b) discovery depletion, and (c) percent- 
age depletion. 


A. COST DEPLETION 


Depletion allowances for the tax-free 
recovery of investment costs arose dur- 
ing the early years of the modern net in- 
come taxes. The Corporation Excise Tax 
of 1909 permitted no deductions for de- 
pletion.* Under the 1913 law, owners of 
wasting mineral assets were granted as a 
deduction ‘‘a reasonable allowance,”’ not 
to exceed 5 per cent of gross income.’ 
The gross income limitation was removed 
in 1916, and since that time all owners of 
mineral property rights have been al- 
lowed, as a minimum, cost depletion 
deductions. 

‘See Stratten’s Independence, Lid. v. Howideri, 
231 U.S. 399 (1913). 


5 38 U.S. Statutes 166, Sec. II, a(b). 
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These deductions are calculated to 
amortize either the original capital in- 
vestment in minerals or the March 1, 
1913, value over the estimated economic 
life of the particular property. The an- 
nual deduction is determined according 
to the proportion of the estimated total 
recoverable units of mineral product 
extracted in the year. These deductions 
correspond to the general income tax 
rule for tax-free recovery of capital 
costs. 

B. DISCOVERY DEPLETION 

Congress first granted special supple- 
mentary income tax deductions to min- 
eral producers following a period in 
World War I when supplies of minerals, 
most notably petroleum, appeared criti- 
cally low.® Through discovery depletion 
deductions, the discoverer of a mineral 
deposit in an unproven tract was allowed 
not merely tax-free recoupment of his 
capital costs but deductions equal to the 
appreciated value of the mineral asset as 
of the time its profitability was estab- 
lished. The difference in a single instance 
was that between costs of $250,000 and 
discovery depletion of approximately 
$39,000,000. For all other types of capi- 
tal investment, taxpayers were, and are, 
limited to deductions designed to recoup 
only original costs. An explicit object of 
this discovery depletion was to stimulate 
search for new mineral deposits.* 

The resulting tax allowances soon ap- 
peared excessive.? In 1921 Congress 
limited the annual discovery depletion 
deduction for a property to 100 per 

®*Revenue Act of 1918, 40 U.S. Statutes 1057, 
Secs. 214(a)(10), 234(a)(Q). 

7U.S. Congress, Senate, Select Committee on In- 
vestigation of the Bureau of Internal Revenue, Par- 
tial Report (69th Cong., 1st sess. [1926}), p. 68. 

*U.S. Congress, Senate, Committee on Finance, 
Revenue Bill of 1918, Repori, p. 6. 

9 See Congressional Record (67th Cong., 1st sess.), 
LXI (1921), 5815; ibid. (68th Cong., rst sess.), LXV 
(1924), 2429. 
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cent, and in 1924 to 50 per cent, of the 
net operating income (net income before 
deducting depletion) from that property. 
But in no case could the annual deduc- 
tion be reduced below the depletion com- 
puted by the cost method. 

Over the years discovery depletion 
has been largely superseded by percent- 
age depletion. A few types of nonmetallic 
mines are still entitled to discovery de- 
pletion, but, because of special condi- 
tions attaching to its use even for these 
minerals, discovery depletion is now of 
slight importance. 

C, PERCENTAGE DEPLETION 

At the present time percentage deple- 
tion is available as an alternative or sup- 
plement to cost depletion for most com- 
mercially important minerals. Percent- 
age depletion is computed according to 
the income derived from the mineral 
property. The allowable annual 
centage deduction for each property is 
the lesser of (a) a statutory percentage of 
its gross income or (6) 50 per cent of its 
net operating income. The rates on gross 
income for different classes of minerals 
are as follows: 27} per cent for oil and 
gas wells; 23 per cent for sulphur de- 
posits; 15 per cent for metal mines; 5 per 
cent for coal mines; and 15 per cent for 
mines or deposits of fluorspar, ball and 


per- 


sagger clay, rock asphalt, potash, flake 
graphite, vermiculite, beryl, feldspar, 
mica, talc, lepidolite, spodumene, barite, 
bauxite, china clay, phosphate rock, 
trona, bentonite, gilsonite, and thenar- 
dite."° 

The percentage depletion rates on 
gross income for oil, gas, sulphur, and 
metals were set by Congress at levels 
designed to continue approximately the 
same aggregate annual depletion deduc- 
tions enjoyed by these respective indus- 
tries under the earlier provisions for dis- 


© Internal Revenue Code, Sec. 114(b). 
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covery depletion." The rates on gross in- 
come for coal and other nonmetallics 
were not based on historical discovery 
and cost depletion experience but were 
selected to provide tax relief and tax in- 
centives which seemed to Congress ap- 
propriate as compared to the treatment 
given oil, sulphur, and metals.” 

While for the typical mineral property 
annual percentage depletion exceeds cost 
depletion, in some instances the reverse 
is true. Mineral producers may deduct 
each year for each property the larger 
of (a) cost or (6) percentage depletion. 


D. ADVANTAGES OF PERCENTAGE DEPLE- 
TION FOR THE TAXPAYER 


Percentage depletion resembles dis- 
covery depletion in that rates allowed on 
typical properties are intended to pro- 
vide deductions materially in excess of 
the amounts required to recoup the tax- 
payers’ capital costs. But in several 


respects percentage depletion provisions 
are more liberal than those for discovery 
depletion. In the first place, percentage 
depletion, unlike cost or discovery deple- 
tion, is not limited in cumulative amount 
to any amortizable tax basis for a prop- 
erty. Percentage depletion may be de- 
ducted as long as a property yields net 
operating income, even though the owner 
may have already received tax free many 
times the amount of his original invest- 
ment or its discovery value. This tax 
arrangement is of particular benefit to 
fortunate owners of properties which 
turn out to have unanticipated exten- 
sions of valuable mineral formations. 


'U.S. Congress, Senate, Revenue Act of 1926, 
Hearings, pp. 202 ff.; Joint Committee on Internal 
Revenue Taxation, Preliminary Report on Depletion 
(1929), P Revenue Revi- 
sion of 1942, I, 1016. 


14; U.S. Congress, House, 


U.S. Congress, House, Revenue Revision, 19 32, 
Hearings (72d Cong., ist sess.), pp. 342-47; Revenue 
Bill of 1932, Report, Amendment 54; Percentage De- 
pletion, Hearings (80th Cong., 1st sess. [1947]), 
passim. 


ELDRIDGE 


The gearing of percentage depletion 
to current income also places mineral 
taxpayers in a relatively advantageous 
position with respect to changes in the 
price level or technological improvement. 
Since minerai investors have the benefit 
of the general rule for recovery of original 
capital costs, cost depletion provides a 
floor under depletion deductions. But 
the ceiling for annual depletion deduc- 
tions has considerable flexibility. The 
ceiling tends to rise when the price of 
the product increases. Technological im- 
provements which permit utilization of 
heretofore submarginal mineralization 
will tend to augment gross income and 
hence depletion deductions. Or improved 
techniques may reduce net operating 
costs, increase net operating income, and 
thus increase percentage depletion 

Provisions for the practical applica- 
tion of percentage depletion have also 
operated to widen the gap between the 
special allowances and deductions which 
would recover only original costs. For 
most types of mineral production, the 
first step of extracting the crude mineral 
from the earth does not result in a salable 
product. Commonly operations are in- 
tegrated at least through the steps of 
concentrating, milling, and beneficiating 
the crude mineral. It is frequently diff- 
cult to determine a cut-off point at which 
extractive operations end and refining 
or manufacturing begins. Statutory defi- 
nitions of gross income from a property 
for purposes of depletion now include 
within the meaning of “mining” the 
crushing, grinding, concentrating by 
gravity, flotation, electrostatic or mag- 
netic amalgamation, cyanidation, leach- 
ing, etc., as well as loading for shipment. 
lor depletion the gross income reflecting 
value added by all these processes is 
taken as a measure of the exhaustion of 
the mineral deposit. 

Percentage depletion deductions com- 
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puted according to net operating income 
may also be augmented independently 
of the mineral asset itself. Conceptually 
the net operating income relevant for 
depletion is the income attributable to 
the mineral asset. By tax accounting pro- 
cedure, however, the residual net operat- 
ing income which is imputed to the min- 
eral often contains elements properly at- 
tributable to economic rents of other pro- 
ductive factors, superior management, 
monopolistic profits, or pure economic 
profits resulting from unexpected events. 


E. TREATMENT OF CAPITAL COSTS AS 
CURRENT EXPENSES 

In many instances the relationship of 
percentage depletion to recovery of 
capital costs is further distorted by other 
tax provisions for tax-free recoupment. 
In general under the income tax, expendi- 
tures made during a year for assets which 
have useful lives extending substantially 
beyond the year must be charged to a 
capital account."? These expenditures, 
including those for depreciable mining 
plant and equipment, may not be offset 
immediately against current income but 
are to be recouped pro rata over the lives 
of the assets by amortizing deductions. 
But capital investments in depletable 
assets have had for some thirty years the 
benefit of tax treatment permitting im- 
mediate tax-free recoupment of large 
parts of capital costs. 

1. Development costs in mining.—In 
the early stages of a mining enterprise it 
is often difficult to distinguish between 
(a) capital costs of developing a deposit, 
which are to be recouped from receipts 
in later years, and (6) ordinary operat- 
ing expenditures, which may be offset 
against current receipts. Development 
frequently involves sinking shafts, driv- 
ing tunnels, and extracting ore in opera- 
tions which differ little from the produc- 


13 Regulations 111, Income Tax, sec. 29.41-3. 
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tive operations of an established mine. 
The Bureau of Internal Revenue has 
sought a practical solution for mines in 
the so-called “development stage’ by 
ruling that only expenditures in excess 
of current net receipts from minerals 
sold shall be charged to capital account 
and hence be recoverable through future 
depletion deductions. Thus, receipts from 
ore sales during the development stage 
are not regarded as taxable income but as 
immediate recoupment of capital ex- 
penditures for developing the mine. If 
these receipts are substantial, only a 
fraction of the capital costs of developing 
the ore body will be added to the tax 
basis (cost) of the depletable asset." 

If this arrangement for recouping de- 
velopment costs out of current receipts 
were coupled with the general tax rule 
for recovery of capital, the result would 
be merely a speeding-up of recoupment. 
To the extent that development costs 
were offset by net receipts in the develop- 
ment period, the costs basis of the de- 
pletable asset would be reduced, and 
future depletion deductions would be 
correspondingly less. In effect, the tax- 
payer would enjoy an interest-free loan 
from the government; net income after 
taxes would be larger in the early years 
and less in later years. 

Percentage depletion, however, is un- 
affected by the amount of development 
costs already recovered, since it is com- 
puted without regard to the unamortized 
cost basis. Instead of merely changing 
the timing of the same aggregate deduc- 

‘For a recent example see Korth v. Mountain 
City Copper Co., 174 Fed. (2d) 295 (1949). Between 
October, 1932, and September, 1935, expenditures of 
$376,236 for development were charged to depletable 
asset accounts. From October, 1935, to February 16, 
1936, the end of the development period, net 
were $288,525. These immediately offset 
against the capitalized development costs. Thus 
76.7 per cent of these capital costs were recouped 
tax free before the mine entered producing status 
and before any income was taxable. 


receipts 
were 
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tions for capital recovery, percentage de- 
pletion commonly permits a double de- 
duction. The taxpayer may, to the extent 
that he has receipts, deduct development 
costs of depletable assets during the 
development stage and then take full 
percentage depletion throughout the life 
of the asset. 

2. Development costs of oil and gas 
operations.—Oil and gas operators have, 
since 1917, enjoyed even more favorable 
opportunities for immediate tax-free 
recovery of investment in depletable 
properties. They may offset capital costs 
not only by receipts from the developing 
property but also by receipts from any 
source. These taxpayers have the option 
of treating so-called “‘intangible”’ drilling 
and development costs either as charges 
to depletable asset accounts, to be re- 
couped through later depletion, or as 
expenses currently deductible from any 
taxable income. These costs comprise 
expenditures for labor, supplies, hauling, 
repairs, etc., and may constitute go per 
cent or more of the total costs of the 
depletable property, which is exclusive 
of depreciable items. 

Of the net returns on successful wells 
either one-half or an amount equal to 
274 per cent of the gross proceeds is tax 
free as percentage depletion. Tax on the 
balance of the net returns can be avoided 
by promptly reinvesting this amount in 
the development of new wells. Losses on 
dry holes, as well as intangible costs of 
drilling, and development on additional 
successful wells may be used to offset any 
taxable net income. This procedure may 
be repeated as long as the operator can 
find leaseholds on which to drill. In this 
fashion individual and corporate opera- 
tors have built up fortunes in productive 
oil properties worth millions of dollars 
while paying slight, and in some cases 
even no, income taxes.'® When the expan- 
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sion program is completed, the operator 
will continue to retain tax free each year 
half of the net operating income or 27} 
per cent of the gross income, whichever is 
less, from each successful property as 
long as it remains productive—on the 
average about thirty years. Or if the 
operator disposes of his developed prop- 
erties, he has the benefit of tax provi- 
sion for long-term capital gains, with the 
effective income tax rate limited to 25 
per cent. 

This method of tax avoidance has 
been adopted by recipients of large in- 
comes from sources far afield from min- 
eral production. Motion-picture actors 
who are in high income-tax-rate brackets 
have been induced to become operators 
of oil and gas wells, since they can thus 
offset net income from any source by cur- 
rent tax deductions for amounts invested 
in drilling and development. During 
World War IL, companies deriving large 
profits from such diverse sources as 
breweries and ordnance manufacture 
found it advantageous to invest other- 
wise taxable income in oil drilling and 
development. 


Ill. EFFECTS OF STIMULATING MINERAL 

EXTRACTION THROUGH TAX POLICY 

\. EFFECTS OF TAX CONCESSIONS 

The special provisions for determining 
taxable income from mineral ventures 
are expected, as an incentive device, to 
strengthen the nation’s mineral position 
by stimulating exploration and produc- 
tion. The relative attractiveness of min- 
eral investment is enhanced in two ways. 

's U.S. Congress, House, Revenue Revisions, 1947- 
48, Hearings (80th Cong., 1st sess.), p. 2669. See also 
statement by Secretary Snyder before the Com- 
mittee on Ways and Means, House of Representa- 
tives, February 3, 1950. 

©The Hollywood Wildcats,” Time, LIV 
tober 10, 1949), 93-04. 


Oc- 
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First, to the extent that an investor has 
net receipts against which he may charge 
off investment costs of development, he 
has a unique opportunity for immediate 
tax-free recovery of venture capital. 
Second, as compared to alternative fields 
of investment, he may expect larger net 
returns after taxes from a successful 
mineral venture because of the possi- 
bility of deducting percentage depletion 
in excess of his investment costs.*’ 

1. Stimulation of mineral production in 
the short ran.—In some short-run periods, 
such as wars, it has been urgent to in- 
crease domestic supplies of minerals. 
Rises in the relative prices of minerals 
tend to induce these results. But in such 
periods tax rates are also increased and 
operate to offset price incentives for 
greater production. The gain, after taxes, 
derived from current exploitation may 
be weighed against the present value of 
disposable income obtainable from de- 
ferred extraction. Also the appeal of a 
speculative gain from a new discovery 
may be diminished by the knowledge 
that a large share of the prospective gain 
will be required for taxes. If augmented 
mineral supplies are to be evoked by the 
market mechanism, price rises will have 
to be greater than if high tax rates had 
not been increased; and the deterrent 
effect of taxes will be aggravated if rates 
are progressive. Through special deple- 

"7 The actual tax benefits derived by mineral in- 
vestors are dependent, of course, upon the realization 
of net income; and the benefits vary with the degree 
of success of extractive operations. Percentage de- 
pletion is of no avail to prospectors who make no 
strikes, nor to producers whose gross receipts are 
merely adequate to meet their operating and invest- 
ment costs. Thus the tax incentives contrast with 
other government programs to foster mineral search 
and production through payment of subsidies and 


premium prices which will assist producers to cover 
their costs (see, e.g., S. 2105, a bill to stimulate ex- 
ploration for and conservation of strategic and criti- 
cal ores, metals, and minerals, 81st Cong., 1st sess 


[1949}). 
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tion allowances, the effective tax rate on 
net income (as measured by the general 
rule for capital recoupment) may be ap- 
preciably reduced, and these allowances 
can be regarded as an alternative to at 
least a part of the otherwise necessary 
price rise. 

To maximize the effect of the offset 
to higher statutory tax rates in a war 
period, however, the tax incentive device 
should be temporary. Permanent special 
allowances will assure similar tax treat- 
ment for deferred exploitation and offer 
less inducement to step up current out- 
put. 

2. Stimulation of mineral production in 
the long run._-Over a longer period the 
comparative investment advantages ac- 
corded by special tax allowances will in- 
duce employment of an increasing share 
of available economic resources in the 
search for, and development of, mineral 
deposits. This process will continue until 
the volume of investment devoted to 
these purposes has resulted in augmented 
supplies of minerals. Under competitive 
conditions, prices of minerals will tend 
to decline until the price incentive plus 
the tax incentive for further investment 
is no greater than the alternative advan- 
tage of investing in other competing 
fields of economic activity. There will be 
a tendency to an equilibrium position in 
which mineral prices are depressed below 
the relative level in the general price 
structure which otherwise they would 
have established under free market con 
ditions. There will be a larger total vol- 
ume of investment in mineral industries 
and the annual rate of exploitation of 
mineral resources will be higher. How- 
ever, the rate of return to further capital 
invested in mineral deposits, including 
the tax concession, will tend to be iden- 
tical with that which would have been 
obtainable without the tax concession. 
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B. PREDOMINANT ROLE OF PRICE INCENTIVES 
There is much evidence to indicate the 
predominant role of price incentives for 
continuing investments in the develop- 
ment of natural resources. In the oil in- 
dustry, for example, after the perfection 
of the rotary drill and improvement in 
discovery techniques in the 1920’s, there 
was a rapid increase in annual produc- 
tion resulting in what was for a time 
regarded as a chronic oversupply.'* There 
were successive general declines in the 
price of crude oil. Discovery of the im- 
mense east Texas field late in 1930 and 
the lessening of the demand for oil 
brought the price of crude down from 
$1.19 to 65 cents a barrel. Hence drilling 
activity was cut in 1931 to about half 
of the 1930 level.’® Any existing tax in- 
centives to stimulate expanding invest- 
ment in search and discovery were offset 
by price declines. Various devices such 
as proration of output by state govern- 
ments were employed to curtail the 
amounts of oil being marketed.” 

In the decade of the 1940’s the respon- 
siveness of investment to price incen- 
tives for oil production was demon- 
strated in the opposite direction, al- 
though there was no change in the tax 
allowances for depletion. In the period 
of shortage in the immediate postwar 
years, the price of crude oil moved up 
sharply from $1.20 to an estimated $2.65 
between April, 1946, and December, 
1947." Profits of the oil industry rose 
substantially in both 1947 and 1948.” 
As a result, there was an unprecedented 

** Federal Oil Conservation Board, Report IV 
(1930), P. 5- 

*?U.S. Bureau of Mines, Mineral Resources of 
the United States, 1931, Part IIT (1933), p. 554 

#” M. W. Watkins, Oil: Stabilization or Conserva- 
tion (New York: Harper & Bros., 1937), passim 

4 J. H. Carmical, “Oil Industry Seen in Price 
Quandary,” New Fork Times, January 24, 1940. 

J. A. Loftus, “Says ‘High’ Profits Beat Oil 
Shortage,”” New York Times, December 10, 1948 
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level of exploratory and drilling activ- 
ity.23 The output of oil in the United 
States reached successive peaks, and by 
December, 1948, Mr. J. E. Pogue, a 
petroleum economist, reported as follows: 


Today our tanks of oil are full and supply is 
beginning to run ahead of demand at existing 
prices. If this trend continues, the need for capi- 
tal formation will become less insistent and the 
mechanism of the market will reduce profit 
margins and bring a lower level of “profits.” 
In this cycle, we have an almost perfect ex- 
ample of the function of “profits” in converting 
an economy of oil scarcity into approaching 
abundance.*4 

By 1949 there were indications that 
the cycle of oil production was again ap- 
proaching some of the conditions that 
prevailed in the 1930’s. State regulatory 
agencies invoked successive tightening 
measures to cut back the monthly output 
of crude oil, and by April, 1949, the na- 
tion’s crude-oil production fell to the 
lowest rate in three years.** Industry 
spokesmen sought restriction of oil 
imports. 

Interestingly enough, in the discus- 
sions of exploration and production cy- 
cles by industry experts, special tax in- 
centives are not mentioned.*’ But pre- 


26 


23 Wall Street Journal, July 27, 1948. 

74 Loftus, quoting Pogue, op. cit. The National 
Crude Oil Industry Advisory Committee has also 
stated: “A proper price has always stimulated the 
search for oil and resulted in new productive wells 
being brought into operation” (U.S. Congress, The 
Independent Petroleum Company, Hearings |79th 
Cong., 2d sess. (1946)], p. 263). 

45 New York Times, April 14, 1949. 

* U.S. Congress, House, Effects of Foreign Oil 
Imports on Independent Producers, Hearings (81st 
Cong., 1st sess. [1949]), passim; cf. U.S. Congress, 
Senate, Import Duties on Virgin Copper and Metal 
Scrap, Hearings, passim. 

27See also U.S. Congress, House, Critical and 
Strategic Minerals and Metals, Hearings (80th Cong., 
2d sess. [3 vols., 1948]), passim; and an analysis of 
the relation of price and metal mining activity in the 
state of Arizona, Department of Mineral Resources, 
The Dependence of Arizona on the Mining Industry 
(Phoenix: State Printer, n.d.), p. 11. 
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sumably special tax allowances serve to 
make profitable opportunities the more 
appealing to investors. Deductions for 
depletion in excess of investment costs 
have enabled mineral firms to expand 
more rapidly out of earnings retained 
after taxes than they could otherwise 
have done. 

Nevertheless, the evidence seems rea- 
sonably conclusive that investment funds 
will flow in and out of mineral discovery 
and development processes in accordance 
with price incentives, even without spe- 
cial tax concessions. If the tax system 
were neutral among competing invest- 
ment opportunities, economic resources 
would be allocated as determined by the 
market mechanism. In recent years, 
while tax rates have remained compara- 
tively high, the need for additional capi- 
tal and the desire to retain earnings for 
internal financing have not been con- 
fined to extractive industries. If the 


government were not, in effect, con- 


tributing about half a billion dollars a 
year to the mineral industries, these in- 
dustries would have found it more diffi- 
cult to secure as large a share of avail- 
able productive factors. The supplies of 
minerals now being marketed probably 
would be somewhat less. Mineral prices 
would be higher and/or the need for im- 
port restrictions and production quotas 
would appear less urgent to industry 
spokesmen. But there is no reason to be- 
lieve that domestic mineral industries 
would have withered away. Promising 
opportunities for gain would still attract 
enterprising investors. 

On the other hand, if the present tax 
concessions were now withdrawn, it does 
not appear that there would be an im- 
mediate reduction of mineral supplies 
and an abrupt rise in mineral prices. Per- 
centage depletion is available only to tax- 
payers whose properties are yielding net 
incomes. With or without the tax con- 
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cession, it will be advantageous to con- 
tinue operating these properties as long 
as their gross yields cover all the direct, 
or out-of-pocket, operating expenses. As 
compared to all other classes of tax- 
payers, mineral investors would not be 
unduly prejudiced by the elimination of 
their special privilege. To the extent that 
continuance of the privilege had been 
anticipated and capitalized in the prices 
paid or costs incurred for mineral prop- 
erty, higher cost bases for these assets 
will have been established. Cost deple- 
tion provisions will assure tax deductions 
adequate to recoup these actual invest- 
ments. However, the relative attraction 
for new mineral investment at prevailing 
prices and without the tax concession 
would be diminished. Over a period of 
years a lessening of new investment and 
of reinvestment for further mineral de- 
velopment would tend to result in lower 
annual supplies of minerals and in gradu- 
ally increasing prices. This adjustment 
would continue until the price incentive 
alone was sufficient to make further 
mineral investment as attractive as com- 
peting fields of investment. 


C. ALTERNATIVE MEANS OF IMPROVING THE 
NATION’S MINERAL POSITION 


The exceptional tax treatment of min- 
eral investment has been conceded be- 
cause Congress has been persuaded that 
these ventures are singularly in need of 
stimulus. In large part, it is the naturally 
limited and depletable character of min- 
eral wealth that occasions special con- 
cern. From two circumscribed stand- 
points the supply of available minerals is 
finite. In any single deposit there is only 
a limited amount of material of a given 
quality of mineralization. And in the 
whole earth’s crust there are only rela- 
tively limited quantities of minerals in 
currently useful form. However, one 
may wonder whether the exhaustibility 
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of the finite quantities so defined is really 
a crucial consideration for national min- 
eral and tax policy. Should tax incen- 
tives be focused particularly on this 
sphere of economic activity? 

The proved reserves of petroleum in 
the United States are equivalent to ap- 
proximately eleven and one-half years’ 
supply at the current rate of use;?* and 
“at our peak war rate of consumption, it 
is estimated that our commercial-grade 
copper reserves would not have lasted 
over twelve years.’’*? It seems that the 
nation is confronted with a finite, inelas- 
tic supply of basic materials. Perhaps the 
most obvious means of expanding that 
supply is to find similar, heretofore un- 
known and unproved reserves. But there 
are several other aspects of the nation’s 
mineral position which suggest that con- 
ditions of supply may be significantly 
improved through channels other than 
new discoveries of deposits like those now 


being exploited. It is worth while to re- 
view some of these other more or less 
self-evident potentialities, for they too 
are affected by the present tax policy. 


1. The meaning of reserves.—The term 
“reserves’’ is a rather vague and easily 
misinterpreted indication of available 
supplies of minerals. The most precise 
estimates are of proved reserves, and 
these tend to be conservative. The esti- 
mates are commonly made by the par- 
ticular industry from data supplied by 
individual producers, as by the American 
Petroleum Institute. Or the Bureau of 
Mines may make estimates based largely 
on similar information. For a national 
appraisal of supplies the data are ac- 
knowledged to be incomplete and often 
of doubtful reliability.*° 

#8 United States Bureau of Mines, Minerals Year 
Book, 1946 (1949), pp. 877, 879 

#9 W. G. Fritz, “‘Natural Resources,” in America’s 
Needs and Resources, ed. F. J. Dewhurst et al. (New 
York: Twentieth Century Fund, 1947), p. 583. 
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More important is an understanding 
of what is meant by “proved reserves.” 
These consist of the parts of mineral 
deposits which are well defined in extent 
and content and for which exploitation 
is commercially feasible at assumed 
levels of product prices and factor costs. 
Existing technological and economic con- 
ditions are generally the basis of meas- 
urement. Thus the estimates commonly 
used to indicate the available supply of 
minerals do not refer simply to finite 
physical quantities. 

For a comprehensive appraisal of the 
nation’s mineral position it seems desir- 
able to make a distinction between (a) 
mineral resources or the total material 
in the ground and (0) reserves which are 
of current commercial interest. Total 
resources may be finite, but reserves are 
not so limited in an absolute sense. 

Even under static economic and tech- 
nological conditions there is for any 
mineral some considerable price elas- 
ticity of supply through the extension of 
proved reserves, since with a rise in rela- 
tive price a larger part of known re- 
sources becomes commercially exploit- 
able. There are, of course, wide differ- 
ences in the extent to which proved re- 
serves for different minerals may be aug- 

3° Mr. S. G. Lasky of the U.S. Geological! Survey 
states that “no public agency can hope to assemble 
the dependable comprehensive data needed to deter- 
mine reserves in the measured category that are in 
the hands of private owners and operators, nor can 
it assemble the judgment, based on experience, 
necessary to appraise the future.” On the other hand, 
private operators generally follow the practice of 
developing or proving deposits for only a limited 
period ahead of current needs (U.S. Congress, Sen- 
ate, Investigation of Natural Resources, Hearings 
[Soth Cong., rst sess. (1947)], pp. 188-89). Not only 
is it costly to block out reserves far ahead of use, 
but also the prospect of increasing assessed values of 
land for state and local property taxes deters early 
development of future reserves. Cf. U.S. Congress, 
House, Critical and Strategic Minerals and Metals, 
Hearings, III, 670 ff., 793-94. 

3! Investigation of Natural Resources, pp. 178 ff. 





TAX INCENTIVES FOR MINERAL ENTERPRISE 


mented simply by the increase of the 
relative price. Aluminum, for instance, 
would appear to have a natural supply 
with comparatively large price elasticity. 
The nation’s aluminum resources in low- 
grade bauxite and clays are enormous. 
But these are not currently of commer- 
cial interest because high-grade domestic 
bauxite and foreign ores provide cheaper 
sources of the metal product.* 

2. Dynamic extension of reserves. 
cessful investment in the discovery of 
additional reserves results in a dynamic 
change in basic conditions of supply. But, 
likewise, that portion of the known min- 
eral resources which lends itself to com- 
mercial exploitation also obviously de- 
pends upon the developments of tech- 
nology. The potential recoverable re- 
serves from existing operations may be 
markedly increased by improvement in 
extractive technique. The development 
of repressuring methods for oil fields, as 
an illustration, had such an effect. Water 
flooding of the Bradford oil field operated 
to increase the amount of oil recovered 
by 150 per cent.* Capital investment for 
the widespread application of this meth- 
od and others such as gas repressuring, 
vacuum systems, improved pumping and 
mining of oil, may effectively add billions 
of barrels to the available oil reserves 
from the known resources of the nation. 

Improvements in mining techniques 


-Suc- 


have had comparable results for metals 
and nonmetallics. The development of 
huge power machines and shovels has 
implemented the stripping-off of sub- 
stantial amounts of overburden and the 


# Ibid., pp. 184 ff. 

33P. D. Torrey, “Secondary Methods for In- 
creasing Oi] Recovery,” Elements of the Petroleum 
Industry, ed. E. DeGolyer (New York: American 
Institute of Mining and Metallurgical Engineers, 
1940), p. 297. See also, U.S. Congress, Senate, The 
Independent Petroleum Company, Hearings, pp. 333, 
361. 
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open-cut mining of deposits that were 
too costly for underground operations.** 
Moreover, underground techniques con- 
tinue to improve and to have comparable 
results.** 

Likewise, advances in techniques for 
milling or beneficiating crude minerals 
may operate to increase reserves. Im- 
proved preliminary processing boosts the 
tenor of mineral concentrates and rejects 
impurities. As a result, a much smaller 
amount of more easily treatable concen- 
trates need be sent to the comparatively 
expensive smelting process in order to 
derive a given amount of metal. The 
efiects extend backward toward mining, 
for it thus becomes commercially feasible 
to utilize which heretofore 
could not be regarded as reserves. 

Improved techniques and capital in- 
vestment for their adoption not only 
increase the available output from exist- 
ing operations but also enable commer- 
cial exploitation of additional low-grade 
deposits and relatively inaccessible re- 
sources. They also permit substantial 
additional yields from formerly ‘“ex- 
hausted’’ workings and from dumps and 
mine tailings. “‘In metal mining, it is a 
common saying that the waste of a gen- 
eration ago forms the ore piles of today. 


resources 


44See P. M. Tyler, From the Ground Up (New 
York: McGraw-Hill Book Co., 1948), pp. 26, 36 


$5 For example, since World War II, the use of 
larger shafts and heavier machinery by the Ana- 
conda Copper Mining Company in what is called 
“the Greater Butte project” has made possible an 
addition to reserves of 1,300,000 tons of recoverable 
copper from blocked-out low-grade ore. In conse- 
quence, and despite years of exploitation, the present 
proved reserves of this company appear to be 
greater than they have ever been estimated to be in 
the past twenty years (Critical and Strategic Miner 
als and Metals, ITI, 733 ff.). For an excellent dis 
cussion of techniques, see Lucien Eaton, “Metal 
Mining,” in Seventy-five Years of Progress in the 
Mineral Industry, ed. A. B. Parsons (New York 
American Institute of Mining and Metallurgica! 
Engineers, 1947), pp. 40-81. 
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Some dumps have been reworked several 
times.”’*° 

The key to adequate domestic sup- 
plies of some minerals may lie in tech- 
nological advances at levels above the 
primary mining and beneficiating proc- 
esses. Perhaps two of our strategic and 
critical metals, chrome and manganese, 
present this challenge most clearly. Do- 
mestic resources of low-grade ores are 
very large, but commercial utilization 
depends upon development of improved 
metallurgical processes.*7 

Perhaps less obvious effects on the 
quantity of mineral reserves are the in- 
fluences of lowered costs at production 
stages other than those identified with 
extraction. The economic purpose for 
which mineral deposits are exploited is 
ultimately, of course, to yield services to 
the consumer of the final mineral prod- 
uct. The value that may be imputed to 
the crude mineral in the ground depends, 
on the one hand, on the prices consumers 
are willing and able to pay for the final 
product, and, on the other hand, upon 
all the costs involved in producing that 
product. Technical advances or improved 
methods anywhere along the line of refin- 
ing, manufacturing, transporting, or mar- 
keting may lower costs. A larger share of 
the total costs of production can be in- 
curred in the initial stages of extraction 
without increasing the price of the final 
product to consumers. In other words, 
incentives offered to lower even the costs 
of transportation or marketing may push 
back the present limits of exhaustible, 
commercially useful reserves of min- 
erals.** 

3. Scrap and reuse.—The urgency and 
desirability of special effort to foster 
mineral discovery and development are 

% Tyler, op. cil., p. 31 

37 Critical and Strategic Minerals and Metals, 
Vols. I and II, passim. 
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also conditioned by other factors than 
the status of commercial reserves. Some 
of the minerals, whose natural sources 
are exhaustible, fortunately are durable. 
These minerals may be utilized in prod- 
ucts for a time and then to a considerable 
extent they may be returned to the na- 
tion’s stockpile in the form of scrap. Pos- 
sibilities for reclamation and reuse vary 
greatly, of course, from fuels, which are 
dissipated, to lead, which may be fully 
recovered after use in some products. 
Most minerals, however, have at least 
some uses from which they can be sal- 
vaged in whole or in part.*® As per capita 
consumption of metal products increases, 
it may be feasible to facilitate the recy- 
cling of larger and larger proportions of 
metal supplies through channels for col- 
lection and reuse. Paul M. Tyler suggests 
that there is considerable evidence ‘“‘to 
support the prediction of several mineral 
economists that eventually our needs for 
metals may be satisfied in major degrees 
from the junk piles.’’*? These means of 
strengthening the nation’s mineral posi- 
tion would seem to be as deserving of 
encouragement as the exploitation of 
primary natural supplies. 
38 F.g., the accountable waste of natural gas in 
the United States remains large—8r1o billion cubic 
feet in 1948, which is roughly equivalent to one- 
sixth of the amount marketed (U.S. Department of 
Interior, Bureau of Mines, Mineral Market Report, 
No. MMS 1806, November 1, 1949). Capital invest- 
ment for means of utilizing these wasted resources, 
for example, by providing transportation to markets, 
might well be as much in the national interest as 
investments for the discovery of additional reserves. 

19 Tyler, op. cit., p. 58. In the depression years of 
1930-35 approximately 80 per cent of the nation’s 
copper requirements were supplied by scrap (Fritz, 
op. cit., p. 583). In 1944 recovery of aluminum from 
scrap was equivalent to 42 per cent of virgin metal 
production (Investigation of Natural Resources, p. 
219). The use of lead in storage batteries, type metal, 
sheet, and pipe permits a high degree of recovery. 
In 1945 secondary lead recovered in the United 
States was equivalent to 82 per cent of the total re- 
fined primary lead produced (ibid., p. 162). 

4° Op. cit., p. 61. 
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4. Substitutes—The urgency of ex- 
panding known reserves of particular 
minerals may be greatly modified by the 
availability of substitute materials. In- 
deed, it ceases to be meaningful to regard 
a resource as exhaustible and irreplace- 
able if alternative supplies may be 
readily found. 

Natural gas offers an illustration. The 
nation’s current commercial reserves of 
natural gas are large—-probably ade- 
quate for forty or fifty years’ supply even 
without additional discoveries.“ In com- 
parison, the domestic commercial re- 
serves of bituminous coal and lignite 
have been estimated as ample to last over 
four thousand years at recent rates of 
consumption.* Coal is a feasible substi- 
tute for natural gas.*? Hence, it may be 
doubted that there is a critical national 
need for the federal government to offer 
special tax inducements to quicken the 
discovery of additional commercial re- 
serves of natural gas. 

For many of our important minerals, 
however, the experts of the Bureau of 
Mines and Geological Survey report that 
the potentialities for resorting to “satis- 
factory” direct substitutes are severely 
limited.** Special physical and chemical 
characteristics of these minerals give 

4* See the staffs of the Bureau of Mines and Geo- 
logical Survey statement on the “Mineral Position 
of the United States,” appendix to /nvestigation of 
Natural Resources, p. 179. 

2 Thid. 

43 Professor W. K. Lewis, Massachusetts Insti 
tute of Technology, has been quoted as follows 
“Natural gas is definitely no¢ an ‘irreplaceable’ re- 
source. Both natural gas and oil are completely re- 
placeable by synthesis of these products from coal 
With contemplated improvements now actually the 
subject of advanced research, the cost of synthetic 
gas might easily be brought below the delivered cost 


of natural gas in many areas of this country” (“Coal 
III, the Fuel Revolution,” Fortune, April, 1947, p. 
243). 

44 “Mineral 
passim. 


Position of the United States,” 
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them a large comparative advantage 
over possible substitute materials. Even 
though prices rose higher than those 
prevailing for these minerals in years im- 
mediately after World War II, it appears 
that particular minerals would continue 
to be the cheapest means of producing 
many highly desired commodities. 

Nevertheless, it is an exceedingly rare 
mineral that has no direct substitutes. In 
almost ali cases there are other mate- 
rials which may be utilized but with more 
or less loss of efficiency. And commonly 
each mineral has a range of uses for which 
available substitutes are more or less 
satisfactory. Mercury, for example, has 
been classed as a strategic and critical 
mineral for the United States. Yet gov- 
ernment experts in surveying conditions 
of supply and demand for mercury have 
noted the availability and use of substi- 
tutes and concluded as follows: 

There are then relatively few uses for which 

no substitutes could be developed under suffi- 
cient stress. Relative costs, efficiency, and 
industrial habit, however, will prevent large- 
scale substitution until mercury becomes much 
more scarce than it is at present.“ 
In varying degrees these statements are 
true for each mineral. But while prices of 
these exhaustible minerals remain rela- 
tively low, so as to continue their com 
parative advantages in use, the resort to 
substitutes is forestalled. 

5. Indirect substitutes—More promis- 
ing, perhaps, are the potentialities of 
what may broadly be called indirect sub- 
stitutes for exhaustible reserves. The 
limitations on supply of crude minerals 
are significant only as they restrict the 
supply of final services desired by con- 
sumers. There are wide ranges of eco- 
nomic activity in which it has been re- 
peatedly demonstrated that even a fixed 
amount of raw materials can be made to 


4S Ibid., p. 262. 
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yield increasing amounts of consumer 
services. Ingenuity, inventiveness, and 
capital investment devoted to these 
activities are to a considerable extent 
alternatives to endeavors to find addi- 
tional crude minerals. 

The degrees to which these alterna- 
tives have increased the usefulness of 
given quantities of mineral reserves have 
been highly important. In two decades 
technical improvements in the refining 
of petroleum advanced the recovery of 
gasoline from crude oil by roughly 75 per 
cent, and still further gains in quantity 
and quality of recovery from each barrel 
of crude have continued.” Recent adop- 
tion of new electroplating methods for 
applying tin continuously to steel has 
made possible savings of at least half the 
amount of tin used.4?7 The continuing 
development and growing use of steel 
alloys have created superior and longer 
wearing tools. Consequently, there have 
been large savings in the tonnage of iron 
consumed, and so on.* 

Potentialities for more efficient and 
economical use of scarce minerals also 
ramify throughout the consumers’ goods 
level. Thus, in effect, a better automo- 
bile engine may be an indirect substitute 


for petroleum reserves. Partial alterna- 


tives to increased supplies of fuel oil are 
better burners, improved heating sys- 
tems, and additional insulation of houses. 
For each of the comparatively limited 
and depletable mineral resources there 
are significant margins for indirect sub- 
stitution by which other materials and 
more efficient devices may relieve pres- 
sure on limited natural supplies. 

© J. E. Pogue, “Economics of the Petroleum In- 
dustry,” in Elements of the Petroleum Industry, ed. 
E. DeGolyer, p. 481 

47 Fritz, op. cit., p 

8 Ibid. 
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D. UNDESIRABILITY OF FOCUSING TAX IN- 
CENTIVES SOLELY ON EXTRACTION 

A national tax policy which empha- 
sizes solely the importance of finding 
and exploiting more mineral deposits by 
offering tax incentives only for extrac- 
tion is neglecting, and even discouraging, 
other practicable means of improving the 
nation’s mineral position. Even in a 
short-run war period these other poten- 
tialities ‘can play an extremely impor- 
tant part in expanding our resource 
capacity.’’*? From an economic stand- 
point it seems somewhat questionable 
(a) to estimate mineral reserves on the 
basis of current prices, costs, and tech- 
nology, and (6) to estimate demand for 
minerals by abstracting from possible 
price changes,*° and then (c) to conclude 
that the way to maintain an equilibrium 
between supply and demand is to foster 
development of new and similar reserves 
through tax concessions." 

Through present tax policy, the gov- 
ernment, on the one hand, fosters 
the rapid exploitation of exhaustible 
resources. And by making minerals 
cheaper, on the other hand, it discour- 
ages the most frugal and sparing use of 
these depletable assets. It seems that if 
the nation were actually confronted with 
finite, exhausting supplies of basic ma- 
terials, the emphasis might better be 
reversed. Every effort should be made 
to encourage more complete recovery of 
the product from the crude mineral, more 
intensive efforts for reclamation and 
secondary use, more efficient means of 
utilizing scarce resources in final con- 
sumption, and more widespread develop- 

49 Tbid., p. 575. 

s°oCf. U.S. Bureau of Mines, Monthly Petroleum 
Forecast. See also statement of R. S. Courson in 
Critical and Strategic Minerals and Metals, IT1, 825 

s' Cf. Henry Ozanne, “Adequate Oil Prices and 
Tax Relief Needed To Achieve Expansion,” World 
Oil, March, 1948, pp. 4°, 43. 
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ment of direct and indirect substitutes. 

There appears to be agreement among 
mineral experts that future productivity 
will depend in large part on continuing 
capital investment in new technological 
processes.” New techniques are produc- 
tive resources which are made available 
by much the same economic processes 
as the discovery of latent mineral de- 
posits. Technological advances are made 
by investment of present economic re- 
sources in research, experimentation, and 
adaptation. In these endeavors the 
speculative element is usually large. But 
the perfection of new techniques will 
yield a source of income like any other 
economic agent. Investment funds will 
be attracted into this type of activity in 
accordance with investors’ estimations 
of probable rewards and risks incurred. 
In so far as the results of these specula- 
tive ventures can be anticipated, forces 
of competition will tend to equate the 
returns on investments in these activi- 
ties with those obtainable in other fields 
of investment. 

Plausible rationalizations could no 
doubt be given for tax concessions to in- 
duce additional venture capital into par- 
ticular avenues which promise greater 
national strength through more efficient 
production and use of minerals. But the 
generalization of tax concessions or sub- 
sidies tends to vitiate their effectiveness. 
After each deserving group of investors 
has had its effective tax rates reduced by 
excluding some net income from taxa- 
tion, the loss in revenue would probably 
have to be met by raising general statu- 
tory rates, which in turn would largely 

sa See L. S. Cates and H. Bancroft, “Techniques 
of Mineral Exploitation of the Future,” in Seventy- 
five Years of Progress in the Mineral Industry, ed. A. 
B. Parsons; Tyler, op. cit., pp. 30-32; and U.S. 
Chamber of Commerce, Natural Resource Depart- 
ment, Our “Vanishing” Resources: A Symposium 
(1946), Pp. 37- 
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offset the benefits of the tax concessions. 
It seems preferable for the government 
to maintain a neutral tax system and to 
leave the allocation of investment funds 
to the general market mechanism. Aban- 
donment of the present preferential tax 
treatment of depletable assets would be 
a means to that end. 


IV. EXCESS DEPLETION AS A RISK OFFSET 


To advocates of percentage depletion, 
allocation of economic resources in con- 
junction with general tax rules for capi- 
tal recovery appears unsatisfactory, in 
part because insufficient recognition is 
given to allegedly unique needs for risk 
offsets. Mineral ventures are said to in- 
volve extraordinary and unavoidable 
hazards. It is claimed that excess deple- 
tion deductions on successful ventures 
are necessary to compensate for risks 
and losses incurred by the industry as a 
whole.*? 


A. RISKS IN INDUSTRIES FOR WHICH 
RESERVES APPEAR AMPLE 

For many taxpayers who are exploit- 
ing depletable assets and who are en- 
titled to percentage depletion the types 
and degrees of risk incurred seem to differ 
little from those in general manufactur 
ing enterprises. The exhaustibility of a 
particular asset is not critically impor- 
tant if the owner can turn to other de- 
posits which can be developed in accord- 
ance with estimations of future product 
prices and costs of other produc tive fac- 
tors. If general market conditions per- 
mit, mineral industries for which there 

53 See brief of L. C. Graton in Depletion of Mines, 
Hearings, pp. 142 ff.; cf. Revenue Revisions of 1942, 
Hearings, pp. 1003 ff.; Percentage Depletion, Hear- 
ings, passim. Under an extension of this view of loss 
offsets, one may wonder whether the winner of a 
sweepstake should have his taxable income sub- 
stantially reduced because others incurred losses 
equivalent to his gains. 
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are large proved reserves within the 
United States may be assured of con- 
tinuing operations through reinvestment 
for long periods in the future.’# 

Moreover, to a very considerable ex- 
tent the costs necessary to make these 
deposits productive are not for the min- 
eral assets but for plant and equipment, 
research for improvement of products, 
and development of markets. These 
types of investment have not been 
deemed to warrant the special tax treat- 
ment afforded depletable assets. 


B. RISK AND RISK-SHARING 


Probably larger degrees of uncertainty 
in the mineral industries lie in the search 
for rich, new deposits. In these activities, 
however, business arrangements have 
been developed which in many cases ef- 
fectively reduce hazards from an all-or- 
nothing gamble to calculated risks which 
can be offset at reasonably definite 
costs. In consequence, the hazards con- 
fronting individual mineral investors 
may be reduced to levels perhaps no 
greater than those facing a typical small 
firm in manufacturing or trade. A degree 
of risk is an elusive thing to measure. 
Still, acknowledgment should be given to 
the many means by which risks in min- 
eral ventures can be reduced or trans- 
formed, so that undue emphasis is not 
now placed on elements of uncertainty 
in this one field of investment. 

Extractive operations are commonly 

54 The staffs of the Bureau of Mines and Geologi- 
cal Survey have reported that under present tech- 
nologic and economic conditions the known com- 
mercial reserves make the United States virtually 
self-sufficient “for a long time” in the production of 
coal, natural gas, molybdenum, fluorspar, magne- 
site, nitrates, phosphate rock, and sulphur. If tech- 
nologic and economic changes permit use of present 
submargina! resources, the following minerals may 
be added to the list: petroleum, aluminum ores, cop- 
per, iron ore, manganese, titanium, vanadium, and 
graphite (/nvestigation of Natural Resources, p. 179). 
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carried on by corporations with large ag- 
gregates of capital. Stockholders can 
achieve diversification by investment in 
various enterprises. Likewise, for the 
corporations themselves, a wide disper- 
sion of speculative activities increases 
the likelihood of partial success. The risk 
of failure in particular ventures is con- 
verted on the average into the greater 
probability of some satisfactory return. 

Various contractual arrangements are 
also used by mineral enterprises to divide 
risk and to minimize their capital costs of 
depletable assets. Generally royalty 
agreements or lease-and-option con- 
tracts are employed by which a produc- 
ing company obtains the right to de- 
velop and exploit a mineral property, 
but payment for it is made to the land- 
owner in whole or in large part only as 
profitability is demonstrated. Often ge- 
ologists, engineers, lawyers, and others 
who do preliminary work take part of 
their compensation in the form of royalty 
rights to future production, just as or- 
ganizers of other speculative activities 
may take interests in the future success 
of the enterprise through shares of stock 
or royalties. Also the producing company 
may raise additional capital or obtain 
equipment in whole or in part in ex- 
change for rights to “‘in ore’’ or “in oil 
payments.” By splitting off royalty and 
other interests in the mineral in place, 
the producing company lessens its own 
investment and the risks attending 
development. 

Frequently the developer of mineral 
prospects, particularly of oil and gas, 
shares costs and risks with a number of 
other producers. The original lessee of 
mineral rights in a promising area may 
sell a spread of leases to major producing 
companies. Large oil companies, for ex- 
ample, typically purchase leaseholds of 
a few years in a number of prospective 
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fields, on most of which losses will be 
charged off on abandonment, but on 
some of which oil will be obtained after 
exploratory drilling by the original 
lessee. Or, vice versa, the original lessee 
may farm out drilling and development 
rights to other producers with costs and 
gains being shared in any of a variety of 
ratios. 

In the oil industry the costs and risks 
of exploratory work are also frequently 
shared by contributions of dry-hole or 
bottom-hole money. Owners of near- 
by land or leaseholds, rather than drilling 
test wells themselves, help defray a wild- 
catter’s costs of putting down a neigh- 
boring initial well, so that the burden is 
borne not by a single or a few venturers 
but by most, or all, of those having in- 
terests in that area. 

Small operators who divide risks with 
others through the above sort of arrange- 
ments may cover their entire costs, even 
on unsuccessful ventures. Some oil- 


drilling companies which have had the 
misfortune to drill only dry holes for 
several years nonetheless continue to pay 
income taxes because, despite their poor 
luck, their spreading of risks and costs 
permitted profitable operations. 


C. DIFFERENCES IN RISKS ASSUMED 


Moreover, the need for, and appro- 
priateness of, broad grants of excess de- 
pletion as risk offsets for mineral tax- 
payers may be questioned in view of 
wide variations in the degrees of risk 
borne. Hazards vary with the type of 
mineral and the type of extractive opera- 
tions, but percentage depletion accords 
the same tax concessions, for example, to 
exploiters of a deep and irregular vein 

ss Cf. J. M. Lovejoy, “Trading and Promotion,” 
in Elements of the Petroleum Industry, ed. E. De- 
Golyer, p. 102; F. T. Terry, “Income Tax Law and 
Regulations Affecting Oil and Gas Properties,” 
Journal of Accountancy, LXXVII (1948), 226. 
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of nonferrous metal as to exploiters of 
surface deposits of clay. It also seems 
incongruous that identical risk offsets 
should apply to owners of various kinds 
of interests in the same mineral industry, 
that is, to farmers who lease land for 
royalty rights, to purchasers of royalty 
rights, to contributors of equipment for 
“in ore’ or “in oil payments,”’ and to 
owners of operating interests. Further, 
the same tax privileges are granted to 
investors in already proved and devel- 
oped deposits as to discoverers of a new 
deposit in unexplored territory. 

All mineral enterprise does not involve 
extraordinary hazards, as may be illus- 
trated by the fact that commercial banks 
are providing an increasing part of the 
funds required by small oil producers.* 
Operators with producing properties are 
loaned substantial funds to enable them 
to acquire leases and to drill. Defaults 
have been negligible. Managers of in- 
vestment trusts, who tend to concentrate 
their selection in safe issues, have in- 
vested heavily in mineral enterprise.’’ 
A recent compilation of the fifty favorite 
common stocks held by closed-end and 
open-end trusts, listed according to dol- 
lar amounts held, indicates that twenty- 
one of the fifty were stocks of mineral 
producers, and seven of the first ten were 
oil and gas producers.* 

It is unlikely that a bank or invest- 
ment trust would obtain a direct eco- 
nomic interest in minerals in place, and, 
hence, it would not be entitled to per- 
centage depletion. But their evaluation 
of security ratings indicates that the 

%® Robert Spann, “Backing Oil We!l Drilling a 
Good Business Risk,”’ Wall Street Journal, August o, 
1945. 

s7 4. W. May, “A Closer Look at the Funds,” 
Commercial and Financial Chronicle, January 19, 
1959, Pp. 5- 

88 Jbid. 
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over-all risks to investment in many 
mineral-producing firms are not extreme, 
as compared to other industries. More- 
over, other classes of investors, such as 
those having rights to “‘in oil payments,” 
do receive the tax benefits and appear to 
have incurred only slightly greater risks 
than the banks or trusts.°’? 


D. GENERAL INCOME TAX PROVISIONS 
FOR LOSS OFFSETS 

Under the present income tax laws all 
business enterprises, including extrac- 
tors, are entitled to general allowances 
for losses of capital. With full offsets un- 
der proportional income taxation, the 
government in effect shares the risks in- 
curred by the taxpayer; for taxes are a 
set proportion of gains, and losses reduce 
taxes by the same proportion.” The ex- 
tent to which the government effectively 
assumes part of the risk of speculative 
ventures depends, of course, upon the 
adequacy of the taxpayer’s other income 
to offset particular losses. At present 
current losses in a business enterprise 
may be offset not only against current 
income from other but also 
against income of the two preceding and 
the two following years. A further pro- 
vision permits a long-term capital loss to 
be carried forward for a period of five 
years to facilitate offset against gain of 
the same nature.” 

General loss offsets operate less satis- 
factorily under progressive tax rates. 
Substantial gains may put the taxpayer 
in high-rate brackets, whereas losses may 
put him in low-rate brackets. The tax 


sources 


G. Miller, Oil and Gas Federal Income 
New York: Commerce Clearing House, 


9 Cf. K 
Taxation 
Inc., 194° 
6 [}. D. Domar and R. A. Musgrave, “Propor- 
tional Income Taxation and Risk-taking,”’ Querierly 
Journal of Economics, LVUL (1943-44), 388-422; 
W. C. O'Neil, “Do High Corporate Taxes Deter In- 
vestment?” Harvard Business Review, XXII (1944), 


433°49 


» Pp. 137-56 
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reduction achieved by deducting losses 
will tend to be less than the amount of 
taxes on gains. 

It appears, however, that the special 
risk offsets conceded mineral enterprise 
are in the main available to corporations 
which are taxed at proportional rates. 
Even relatively small-scale mineral ven- 
tures are usually carried on through this 
form of business organization. Their 
stockholders are not allowed percentage 
depletion. Individuals as direct recipi- 
ents of royalties may take percentage de- 
pletion, but even a considerable propor- 
tion of royalties and other payments for 
mineral rights go first to corporations. 
In 1946, 3.4 per cent of all corporate 
depletion deductions were taken by fi- 
nancial and real estate corporations.” 
Moreover, a major part of all depletion 
deductions go to large, integrated com- 
panies. Of the 1946 corporate deductions 
for mineral depletion, 68 per cent went 
to businesses whose activities were pre- 
dominantly other than extraction, i.e., 
manufacturing, public utilities, etc.°? Of 
all corporate depletion, 93 per cent went 
to companies having total assets of 
$1,000,000 or more each, and 57 per cent 
went to the largest class of companies, 
those with total assets of $100,000,000 or 
more.°* These corporate mineral pro- 
ducers appear to have large opportunities 
for offsetting losses in unsuccessful ven- 
tures against other income. Commonly 
they have income from geographically 

* Possibly the general tax allowances for losses 
could be broadened so that the government would 
effectively bear a share of the risk in all enterprises. 
Losses would either be used to reduce taxes, or, at 
the extreme, payments for a share of an investor’s 
losses might be made by the government in cases 
where no net income is ever received and there is no 
tax liability. 

® U.S. Treasury Department, Press Service, No 
S-ros1, April 21, 1949 

63 Ibid 

%4 Ibid. 
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diversified mineral assets as well as from 
vertically integrated production activi- 
ties. In general, their taxes are increased 
by 38 per cent of their gains and reduced 
by 38 per cent of their losses. 
Undoubtedly there are hazards to 
capital investment in depletable assets, 
but in an uncertain economic world there 
is more or less risk involved in any in- 
vestment. For tax purposes these haz- 
ards are recognized by generally appli- 
cable provisions for loss offsets which ap- 
pear to operate effectively for those tax- 
payers who own the bulk of depletable 
assets. On the other hand, it seems clear 
that all owners of depletable mineral in- 
terests do not incur risks that are special 
in character, extraordinary in degree, 
and unavoidable through arrangements 
for hedging and self-insurance. Hence, it 
may be doubted that there is a compel- 
ling need to grant additional tax allow- 
ances as special risk offsets for all direct 
investments in broad classes of minerals. 


V. SHORTCOMINGS AND DISADVANTAGES 
OF THE SPECIAL ALLOWANCES 


The present tax provisions for deplet- 
able assets are the result of a series of 
ad hoc measures and, to a considerable 
extent, of successful exercise of pressure 
on legislative bodies.** While the justifi- 
cation is offered that these provisions 
give desirable incentives, it seems plain 
that the present structure of percentage 
depletion rates is not discriminating rela- 
tive to potential effectiveness or needs. 
For those minerals for which there are 
quite conclusive indications that there 
are no additional domestic deposits, the 
incentive device seems to be of little 
efficacy in aiding national self-suff- 
ciency. Where the obstacles to utilization 
of plentiful low-grade resources lie in 

6s See Congressional Record (77th Cong., 2d sess.), 


LXXXVIII (1942), 8017 ff. 
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metallurgical processes and later stages 
of production, incentives do not appear 
necessary in the preliminary extractive 
stages. 

For the minerals whose production 
may be influenced by depletion allow- 
ances, no special effort has been made to 
integrate and graduate the incentives 
according to the urgency of the country’s 
requirements. No distinction has been 
made between minerals which have been 
regarded as critical and strategic and 
those of less crucial importance.” Par- 
ticularly, there seems little purpose in 
granting special incentives to producers 
of those minerals for which the Bureau 
of Mines and Geological Survey ascer- 
tain that available commercial reserves 
assure the United States of virtual self- 
sufficiency. Yet some of our most plenti- 
ful minerals continue to have the highest 
rate of percentage depletion. 

Percentage depletion rates also have 
failed to conform to output needs at 
different times. Once adopted, these tax 
privileges are politically difficult to re- 
tract, even when problems of the mineral 
industries have seemed to be predomi- 
nantly those of overproduction. Allow- 
ances that were successfully advocated 
in time of war have been continued into 
periods when there were abundant sup- 
plies of minerals relative to conditions 
of demand and when various proration- 
ing authorities have endeavored to 
restrain output. 

Another weakness of the present pro- 
gram of tax concessions for depletable 
assets is its lack of amenability to budg- 
etary procedures. Revenues foregone 

® In 1942 the Treasury suggested that the war 
time extension of percentage depletion to nonmetal 
lics be limited to minerals designated as critical and 
strategic by the War Production Board (U.S. Con 
gress, Senate, Revenue Act of 1943, pp. 66-68). The 
Treasury suggestions were not accepted and the War 


Production Board’s opinions were not used as 
criteria. 
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through the special tax deductions repre- 
sent costs to the government similar to 
payments of subsidies for specific pur- 
poses. President Truman has expressed 
strong disapproval of subsidy biils, the 
objectives of which were generally com- 
parable to tax incentives.*’ In 1949 the 
Senate passed a bill designed to promote 
exploration for strategic minerals but 
only after amending it to limit annual 
costs to $80 million a year.” In contrast, 
allowances of excess depletion are esti- 
mated to cost the government from $400 
to $500 million a year. The exact costs 
of the tax incentive program year by 
year for the various types of minerals is 
nowhere set forth. The Bureau of In- 
ternal Revenue does not compile annual 
data on the amount of excess depletion 
allowances or on the expensing of intangi- 
ble drilling and development costs. Nor 
is there a record of there ever having 
been an investigation to ascertain in 
what degree the tax incentive program 
has been efficacious in stimulating min- 
eral search, discovery, or output. Hence 
there is no satisfactory basis for judging 
whether the national benefits supposedly 
given by these tax incentives are com- 
mensurate with their costs. 

It is clear that an incidental cost of 
the tax incentive program has been a 
compounding of the complexities of the 
income tax law and procedures. The full- 
est benefits of percentage depletion have 
been sought by taxpayers. Tax adminis- 
trators and courts have been plagued 
with decision as to the limits of the tax 
allowances. Consequently, a specialized 
body of mineral industry tax law has de- 
veloped on top of the regular income tax 
law.°? Numerous complex and trouble- 
some rulings ‘“‘might be cut out of stat- 

6? See statement on reasons fer withholding ap- 
proval of H.R. 1602 (Soth Cong., rst sess.), Con- 
gressional Record, XCIIT, 10588 

68S. 2105 (81st Cong., 

69 Miller, op. cit., pp. 3, 22. 


1st sess.) 
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utes and Regulations if only we treated 
owners of depletable assets like other 
taxpayers.’’”° 

An indirect and perhaps incalculable 
cost of the special tax treatment of min- 
eral investors is the effect of inequities 
in the tax system. The income taxes, 
which provide more than three-fourths 
of all net receipts of the federal govern- 
ment, are largely self-assessed and self- 
administered by the taxpayers. Taxpayer 
morale—confidence in the impartial ap- 
plication of the taxes and fair distribu- 
tion of their burden—is mest important. 
The granting of special tax privileges to 
particular groups may tend to under- 
mine general confidence in the equitable- 
ness of the tax system and hamper its 
successful operation. 


VI. CONCLUSIONS 


The tax deductions now allowed in 
recognition of the wasting of depletable 
mineral assets are much more liberal than 
deductions for tax-free recovery of capi- 
tal in any other type of investment. 

The need for, and wisdom of, this spe- 
cial tax treatment (a) to stimulate min- 
eral extraction in preference to all other 
phases of economic activity and (6) to 
offset alleged extraordinary and unavoid- 
able risks to capital invested in deplet- 
able assets may be seriously doubted. 
Moreover, this tax device, as it has now 
developed, is an inefficient and wasteful 
means for the government to employ in 
trying to influence the allocation of in- 
vestment funds. 

The elimination of excess depletion 
deductions and treatment of depletable 
assets like other types of amortizable 
capital investments would improve the 
income tax system and tend to foster 
more efficient and economical use of the 
nation’s mineral resources. 

7 Henry C. Simons, “Federal Tax Reform,” Uni- 
versity of Chicago Law Review, XIV (1946), 42. 
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1£ Bank of England, as a result of 
conditions arising out of the war 
with France, suspended specie pay- 
ments in February, 1797; and from then 
until the resumption of payments in 1821 
Great Britain had an inconvertible paper 
money. In Ireland, which at that time 
had a separate monetary system, a simi- 
lar situation prevailed: The Bank of Ire- 
land suspended payments only a few 
days after the Bank of England, and in 
the following twenty-four years its 
notes fluctuated not only in terms of gold 
but also in terms of Bank of England 
notes. The problems arising out of the 
restriction of cash payments resulted in 
one of the world’s most famous monetary 
controversies. In addition to an exten- 
sive pamphlet literature, the controversy 
produced the Bullion Report, Ricardo’s 
writings in the field of money and foreign 
exchange, and Henry Thornton’s classic 
on The Paper Credit of Great Britain—all 
works that have had a profound influence 
on subsequent monetary thinking. 
Many critical studies have been made 
by economists of the issues in monetary 
theory raised by the restriction, but sur- 
prisingly little attention has been given, 
either by monetary theorists or by eco- 
nomic historians, to the legal tender 
problem. It is the purpose of this article 
* The material for this article was collected while 
the author was on a fellowship of the John Simon 
Guggenheim Memorial Foundation, and aid from 
the Committee on Research Funds of the Graduate 
School of Northwestern University made possible 
the completion of the article 


(1) to analyze the controversies and the 
legislative provisions on the acceptance 
of bank notes from the suspension of 
payments in 1797 to the action of Parlia- 
ment in 1833-—-twelve years after the 
restriction had ended—in making Bank 
of England notes legal tender; (2) to 
trace briefly the legal tender situation 
since 1833; and (3) to examine in the 
light of this experience the economic sig- 
nificance of legal tender provisions. 
When the Bank of England suspended 
specie paymerits, neither its notes nor 
the notes of any other banks in Great 
Britain or Ireland were legal tender. The 
only legal tender money was gold and sil- 
ver coin;? but, with the various kinds of 
money circulating at a parity, the Brit- 
ish public paid little attention to legal 
tender provisions, and a large proportion 
of payments was made in bank notes 
There was also a law of several cen- 
turies’ standing on the statute-books 
forbidding the sale of coins at more than 
their par value;? but this law, long ante- 
dating the circulation of bank notes in 
England, was virtually a dead letter. 
William Pitt, the prime minister, when 
informing Parliament in March, 1797, 
2 By the Act of 1774 (14 George III, c. 42) the 
legal tender of underweight silver coin was limited 
to £ 2s, although full-weight silver coin was stil 
legal tender in unlimited amounts. For nearly three 
quarters of a century before the restriction prac 
tically no full-weight silver coin had circulated ir 
England, as the mint ratio of approximately 1: 15.2 
set by the decree of 1717 was always above the mar 
ket ratio. 
35 and 6 Edward VI, c. 19. 
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of the Order in Council establishing the 
restriction, said that the Bank of Eng- 
land notes would be acceptable in all 
payments to the government but refused 
to make any statement as to whether the 
government intended to make them legal 
tender in private payments.‘ Probably as 
a result of criticisms, particularly by Fox 
and Sheridan,’ stressing the dangers of in- 
convertible paper, Pitt did not press for 
a legal tender provision in the restriction 
bill before Parliament, stating that this 
would not be necessary as long as the 
public accepted the notes.° 

The restriction legislation,’ passed on 
May 3, 1797, was a good example of 
British unconcern with logic in their laws 
and institutions as long as they operate 
with reasonably good results. The restric- 
tion and its many extensions applied 
only to the Bank of England and the 
Bank of Ireland,* so that, as far as the 
law stood, all banks in the United King- 
dom, except these two, during the entire 


period from 1797 to 1821 remained under 
the obligation to pay in specie.? The 
English Restriction Act did not make 
the Bank of England notes legal tender, 


but it provided that they ‘“‘shall be 
deemed payments in cash if made and 
accepted as such,” that they were to be 


4 Pariiamentary History, XXXII, 1519-20. 

Ss Ibid., XXXIII, 40-48, 76, 324-25, ef passim. 

® Ibid., pp. 354-55 

7 37 George III, c. 45. 

’The restriction by the Bank of Ireland was 
authorized by separate Irish legislations (37 George 
III, c. 7x) to continue until three months after the 
end of the LEnglisl bank restriction. After the union 
of Great Britain and Ireland in 1801, a similar pro- 
vision in regard to the Bank of Ireland was passed in 
1802 (42 George III, c. 45); but neither before nor 
after the union were any other Irish banks relieved 
of the obligation to pay in specie 

* This 
1811, when he stated that “he himself had long seen 
that it was in the power of any man, if he chose it, to 
make all the Banks in Scotland stop payment” 
idansard, First Series, XX, 844) 


point was stressed by Lord Lauderdale in 
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accepted in all payments to government, 
and that anyone tendering them was to 
be protected from arrest for debt. The 
creditor had the option of refusing to 
accept the notes and then taking legal 
action against the debtor to compel pay- 
ment in Jegal tender."® An amendment, 
“That when a tender is made in bank 
notes for rent, the person to whom the 
rent is due, shall not take a distress,” 
was opposed by Pitt and rejected." 

The Irish Restriction Act contained a 
similar provision for the protection 
against arrest of debtors whose creditors 
might insist on payment in specie and 
also followed the English act in omitting 
any specific reference to rent payments. 
However, in neither Great Britain nor 
Ireland did the law protect the creditor 
against arrest if payment were offered in 
country bank notes, in Scottish bank 
notes, or in Irish bank notes other than 
those of the Bank of Ireland. 

With one exception, none of the many 
legal possibilities presented by the Re- 
striction Acts materialized into test cases 
in the first fourteen years of the restric- 
tion. In 1801 a Mr. Grigsby presented 
one of its notes to a bank in Bury St. 
Edwards and insisted on payment in spe- 
cie. When this was refused, he brought 
an action for damages. The case was first 
tried at the Summer Assizes at Suffolk, 
and Grigsby was awarded one-shilling 

‘© Pitt gave the following explanation of the perti- 
nent clause: “The clause did not go the length of 
making bank notes a legal tender, nor of taking 
away the power of the creditor to pursue, in the 
course of legal process, means to obtain payment of 
his demand in cash. The whoie substance of the 
clause was this: if any man offered a bank note in 
payment of a demand that offer should do away the 
effect of personal arrest in the first instance. The 
other process of law should take its course to the 
attainment of judgment, as if this clause had never 
been projected, in the same manner as when a 


man sues for his debt without arresting the person of 


his debtor” (Parliamentary History, XX XIII, 352). 
um Ibid »P 308 
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damages. The decision was appealed to 
the Court of Common Pleas, which up- 
held the decision in the lower court and 
stated the right of any creditor, under 
existing law, to demand payment in 
specie: 

.. With respect to individuals, it was not 
intended to prevent any creditor who should 
be so disposed from captiously demanding a 
payment in money, though such a creditor is 
deprived of the benefit of arresting his debtor. 
Thank God few such creditors as the present 
Plaintiff have been found since the passing of 
the Act! But yet, whatever inconvenience may 
arise, and to whatever length they may go, 
Parliament and not this Court must be applied 
to for a remedy.” 


Some features of the case suggest that 
Grigsby was more interested in estab- 
lishing his contention that country banks 
were still required to redeem their notes 
than in actually being paid in specie. 
Regardless of Grigsby’s motives, the 
decision seemed to open the door for 
every creditor to demand payment in 
specie. In view of this, it is surprising 
that there is no other known record in 
Great Britain, up to 1811, of a demand 
either against country banks or against 
private parties for payment in specie. 
Although the law did not require it, Bank 
of England notes as well as country bank 
and Scottish bank notes continued to be 
universally accepted in payment of debts 
and rents. Rent contracts in terms of 
corn were common in sixteenth-century 
England, and some of them were still in 
force in 1797; but there is no evidence 
of any general revival of such contracts 
in the restriction period."? Until 1809 
there does not seem t« have been an ex- 
tensive trade in gold coin at a premium 
in England; nor was the practice com- 
mon of quoting a different price in gold 
and in bank notes. 

"2 Bosanquet’s end Puller’s Reporis (3d ed.), IU, 


> 


528. 
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Undoubtedly one reason why the ob- 
scure legal tender situation after 1797 
did not cause more difficulties was that 
neither the premium on gold bullion nor 
the premium on Hamburg exchange was, 
except rarely, above 10 per cent in the 
period between 1797 and 1809, and most 
of the time it was much less than this. 
Any profit out of the export of English 
gold required perjury and lawbreaking 
on someone's part;'* but, with the sharp 
rise of the gold premium in 1809, double 
pricing and the payment of a premium 
for guineas became common."’ However, 
until Lord King brought matters to a 
head in June, 1811, there had been no 
case, since the Grigsby case of 1801, 
involving a creditor or a landlord in Eng 

'3 Francis Horner, the chairman of the Bullion 
Committee, whose unpublished papers I was able to 
consult through the courtesy of his grandniece, Lady 
Eleanor Langman, wrote to Lord Seymour in some 
detail on August 28 and September 4, 1811, advis 
ing him in regard to a proposed mortgage by which 
Seymour would be protected against currency d« 
preciation. Horner stated that he had seen a mort 
gage drawn up in 1802 by a “‘sagacious lawyer”’ who 
wished “to secure his money against the moths and 


n which the “proviso for 


rusts of depreciation,” 
redemption and the covenant for repayment stipu 
late for a payment in specie.” I find no record of any 
contract of this type being tested in court while the 
restriction was in effect 


'4 The law forbade the melting of legal weight 
English gold coins and the export of any English 
gold coins or of any bullion which was the produce of 
English gold. Light-weight guineas could be legally 
melted but not exported, and gold bars could be 
“sworn off” for exportation. In the evidence before 
the Bullion Committee of 1810 there are numerous 
references to the trade in light guineas and the 
swearing-off of gold bars (Report, Together with 
Minutes of Evidence and Accounts, from the Select 
Committee on the High Price of Gold Bullion, June 8, 
1810). 


'SIn the debate on the Bullion Report in April 
and May, 1811, the claim of the government spokes- 
men that the public regarded the bank note as equal 
to gold was met by frequent reference to cases of 
sales of guineas at a premium and of double pricing 
of commodities. The provision of English law that 
allowed underweight guineas to be melted made 
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land who refused to accept payment in 
bank notes. 

In the debates in May, 1811, on the 
Bullion Report, Nicholas Vansittart, in 
answer to the supporters of the Report, 
introduced a series of fifteen resolutions 
representing the Tory government’s view 
on the monetary situation. The third of 
these read: 

That the promissory notes of the said Com- 
pany [the Bank of England] have hitherto been, 
and are at this time, held in public estimation to 
be equivalent to the legal coin of the realm, and 
generally accepted as such in all pecuniary 
transactions to which such coin is lawfully 
applicable. 

As a statement of the situation that pre- 
sumably would have prevailed had the 
existing law against melting and export- 
ing of coin been strictly enforced this 
resolution was correct, but as a state- 
ment of the actual situation that pre- 
vailed in the market it was a far call from 
the truth.'? Despite the ridicule and sar- 
casm that the supporters of the Bullion 
Report heaped on this famous resolu- 
tion,"* it was passed, 76 to 24,"? on May 
15, 1811. This legislative triumph of 
Vansittart and the defenders of the bank 


them more valuable than full-weight guineas, an 
absurd situation that provoked this bit of doggerel 
in 1811: 


“A heavy guinea, and a right one, 
Is now worth less than a light one; 
For it is known to every ninny, 
A heavy guinea’s but a guinea; 
But better known to men of brains, 
Five pennyweights and seven grains, 
At five a pound for an ounce of gold, 
May for full one fourth more be sold; 
And laws say guineas of full weight 


You must not melt—but may if light.” 


(William Pitt, The Bullion Debate [London, 1811], 
p. 81.) 

‘® Hansard, First Series, XX, 70. 

'? George Canning said on this point: “Is it not 
wholly unworthy any assembly of legislators, to pre- 
tend an ignorance in our legislative capacity of that, 
which every one of us in his individual capacity per- 
fectly believes to be true?” (ibid., XIX, 1097-08). 
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was soon turned to ashes by two de- 
velopments. 

In June, 1811, the King’s Bench 
handed down a decision under the six- 
teenth-century legislation against two 
men who had dealt in full-weight guineas 
at a premium in terms of bank notes.”° 
These men had been convicted in the 
lower courts, but the higher court re- 
versed the decision. This second decision 
legalized dealings in full-weight guineas 
at a premium, presumably removed any 
doubt that might have existed before as 
to the legality of double pricing and 
plainly contradicted the government’s 
contention that in all legal transactions 
the bank note was considered on a par 
with gold. But it did not give an answer 
to the more important issue of the legal 
tender situation of bank notes or the 
slightly different legal issue of the accept- 
ance of bank notes in payment of rent. 
This last issue, however, was soon raised 
by Lord King,” who in June, 1811, sent 
letters to his tenants” saying that, in 
view of the rise in the price of gold bul- 
lion since his leases were made, rents now 
due must be paid in gold coin or “‘by the 
payment in Bank notes of a sum suffi- 
cient to purchase the weight of standard 
gold requisite to discharge the rent.” 
Further explanation in the letter made 


*® Canning, in an able speech, said in regard to 
the third resolution: “I cannot believe it possible, 
until the vote shall actually have passed, that any 
assembly of reasonable men can be persuaded to give 
their concurrence” (ibid., p. 106). 

'9 [bid., p. 172. 

2° This decision was reprinted in a pamphlet by 
John King, A Report of the Cases of King v. De Yonge 
(London, 1811). 

** 4 prominent Whig and critic of the govern- 
ment and a large landholder, who in 1803 had pub- 
lished a booklet, Thoughts on the Effects of the Bank 
Restrictions, that had gone into a second edition the 
following year. 

2 A copy of one of these letters is in Hansard, 
First Series, XX, 792-03. 





LEGAL TENDER 


clear that, in the case of leases made 
after the restriction of cash payments in 
1797, King was not asking for paper 
money sufficient to purchase the gold 
represented by the contractual payment 
under convertibility but an amount equal 
to the gold value of the rent as calculated 
on the basis of the premium on gold at 
the time the leases were made. To judge 
from what was said in Parliament in 
1811, a large number of King’s leases 
had been made when there was already 
some premium on gold bullion. 

King stated, in defending his action in 
Parliament, that in the unexpected event 
of the restoration of the currency to an 
improved state 
I shall be perfectly satisfied to receive such 
rents, diminished in proportion to the improve- 
ment of the currency at any future period, com- 
pared with the currency at the date of such 
leases. For all land let to tenants at will, I shall 
continue to receive Bank notes, conceiving the 
land to be let for the price of the times, or that I 
have at least the power of obtaining, if I please, 
the fair price of the times.*3 


King also stated that he was prepared to 
pay his own debts on the same basis that 
he was asking of his tenants and that he 
had “already acted upon this principle 


in the payment of a_ considerable 
amount.’’*4 

Just what King’s motives were in tak- 
ing this action is not absolutely clear 
from the available evidence. However, 
the handling of the case by King suggests 
that the motive of personal greed, which 
was so generally attributed to him both 
in and out of Parliament, had little to do 
with his action and that the desire to call 
public attention to the real situation of 
the Bank of England note and to embar- 

23 Ibid., p. 795. 

44 Ibid., p. 806. Later in the debates Eden, in the 
House of Commons, stated that King in that year 
paid £ 1,200 in bank notes as the equivalent of an 
annuity of £ 1,000 secured on his estates (ibid., p. 
gts). 
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rass the government, and possibly to 
satisfy his personal pride, were the mo- 
tives back of his action.’s 

Shortly after King’s letter to his ten- 
ants, the Earl of Stanhope, a brother- 
in-law of William Pitt and a political in- 
dependent, introduced, apparently on his 
own initiative, a Gold Coin and Bank 
Note Bill” intended to forbid trading in 
guineas at a premium in terms of bank 
notes and to extend to tenants the same 
protection, if they offered payment in 
bank notes, that had been extended to 
debtors by the Act of 1797. Lord Stan- 
hope claimed that the bill was necessary 
because many other persons were plan- 
ning to follow King’s action,”’ yet at 
the same time he held that the bill was 
not intended to make bank notes legal 
tender.** There followed a debate that 
was marked by a personal venom unusual 
in the British Parliament. 

The bill was at first opposed by Lord 
Liverpool, as spokesman for the govern- 
ment, on the ground that it was unneces- 
sary ;?? but a few days later, apparently 

#8 In the unpublished papers of Francis Horner is 
the draft of a letter to Lord King, apparently in 
July, 1811, which indicates that King’s original no 
tice to his tenants was sent only after consultation 
with Horner, Lord Grenville, and others who had 
been critical of the government’s monetary policy, 
although it is not clear whether these men encour 
aged King to take the step that he did. It is clear, 
however, from this draft and from an unpublished 
letter of November 5, 1811, from Horner to Lord 
Holland, that Horner and a number of other Whigs 
were against King’s persisting in his action when it 
appeared to them that the only result would be to 
force Parliament to make bank notes jegal tender. 

* Hansard, First Series, XX, 762-64 (June 27, 
1811). 

27 The claim that others were contemplating ac- 
tion similar to that taken by King is supported by 
Lord Holland’s statement that Lord Chesterfield 
“was on the point of issuing a similar demand on his 
tenantry, when Lord King’s operations brought the 
subject before the public” (Further Memoirs of the 
Whig Party |New York, 1905], p. 105) 

28 Hansard, First Series, XX, 784-87. 

9 Ibid., p. 765. 





246 


as the result of a party council that 
was held after debate on the bill had 
started,*° the government threw its 
weight back of the bill. Liverpool in- 
troduced an amendment intended to 
sharpen the provisions applying to rent 
payments." Yet even the amended bill 
did not make bank notes legal tender-- 
something which most of the supporters 
of the bill seemed anxious to avoid. 
Stanhope was opposed to making bank 
notes legal tender on the specious ground 
that this might force a man to receive 
forged notes in payment,” but the prin- 
cipal reason why both government 
spokesmen and government 
wished to avoid making bank notes 
legal tender was the prevalence of a pe- 
culiar attitude on legal tender that 
apparently was a reflection of French 
Revolutionary experience with the as- 


critics 


signats. 

Almost everyone who participated in 
the debate held what amounted to the 
antithesis of the state theory of money. 
The idea seemed to be that, if paper 
money was not Jegal tender, it was less 
subject to depreciation than if legal ten- 
der and that the blessing of government 
conferred a curse on paper money. At 
least four critics of the bill quoted ap- 
provingly the remark of Burke, in his 
Reflections on the French Revolution, that 

3° Lord Grey, an opponent of the government, 
gives this explanation of Liverpool’s change of posi- 
bill (ibid., p. 839). This bill, and its 


successor of 1812, appears to have been the occasion 


tion on the 


for a good dea! of political maneuvering and also of 
honest doubt on the part of many members of Parlia- 
ment as to what position they should take. This is 
suggested not only by the debates but also by 
Horner’s letters, by Canning’s letters of July 4 and 
1s, 1811, to Huskisson Museum, Add 
MSS 38737, fols. 87-91), and by the extensive notes 
that Huskisson made on a copy of the Bill of 1812 
that is in the British Museum (Add. MSS 38760, 
fol. rs). 


8! Hansard, First Series, XX, 844. 
#2 Ibid 


British 


I O8 
p. oc 
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“our money was all powerful on the 
Royal Exchange, because it was impo- 
tent in Westminister-Hall,’’* and the 
same idea that a legal tender provision 
would hasten monetary depreciation 
appeared in the remarks of others. 

The bill, as finally adopted in July, 
1811,54 was little more than a threat in- 
tended to stop King’s action. Even the 
supporters of the bill were not clear what 
it meant, as its critics took pains to point 
out; and there is substantial truth in the 
statement of Lord Folkestone in the 
House of Commons: 

He was at a loss how to judge of the present 
measure, as among the variety of persons who 
approved of it, there were not two who did so 
on the same grounds; on the contrary, every 
second person who supported it, did so on 
grounds exactly opposite to the person who pre- 
ceded him. All of them agreed, however, in the 
abuse of Lord King.3s 


Lord Stanhope, although not opposing 
the amended bill, disowned it, saying, 
that he wished to stand absolved, in the eyes of 
the House, or of the public, from being the 
cause of any ill or mischievous consequences 
that might arise from the great alterations 
which had been made in the Bill since he had 
the honour to propose it... . He acknowledged 
himself the father, as he had said before, of the 
Bill, but since the noble Earl and his learned 
friends had undertaken the nursing of it, it was 
so altered, that although lawyers might under- 
stand it, few jurymen he believed could.%® 


The new legislation was not successful 
either in putting an end to King’s action 
or in stopping the trade in guineas. The 
sale of guineas at a premium continued 
unchecked, and eight months later it was 
stated in the House of Lords that the 
only conviction under the law had been 
in a case where one of the parties in- 


33 [bid., pp. 802, 816, 915, 1045. 

451 George III, c. 127. 

iS Hansard, First Series, XX, 941-42. 
% Tbid., p. 845 
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volved was a provocateur.*” In the parlia- 
mentary debates there had been an un- 
dertone of threat that, if King persisted 
in his action, he would be held up by 
legal technicalities and that, if he should 
overcome these, the only result would be 
that the law would be amended so that 
there would be no doubt that bank notes 
were legal tender.** 

Francis Horner wished King to drop 
the matter, and his statement of the 
situation, as given in the draft of his let- 
ter of July, 1811, to King, is worth quot- 
ing in detail: 

I would have given you my opinion before 
now, if I had not wavered several times about 
it. My first impression was, that you ought to 
go on with the action; but after talking with 
Lord Holland, and reflecting upon the points he 
urged, I am now inclined to think you had bet- 
ter desist. .. . In the first place, it is not a very 
favourable shape for the discussion of the main 
question, because it brings upon us the addi- 
tional prejudices and alarms of the whole body 
of farmers, and nearly the whole body of squires 
who like the name and show of their high rents. 
In the second place, you will certainly drive 
parliament to the adoption of the paper system, 
to the full extent of making it a legal tender. I 
do not deny, that we ought to have foreseen all 
this and to have urged it to you, last June when 
you first thought of the notice; for whatever 
weight such arguments have now, they had 
then: I fully admit it; but [ could not then 
bring myself to believe that either government 
or parliament were so utterly ignorant of what 
is right in these matters, anc in fact the turn 
that the discussion of Stanhope’s bill took much 
surprised me. This, I am of opinion, leaves you 
at liberty to reconsider the thing, before you go 
farther, and drive them farther. 

If you proceed with the action, the course will 


37 Lord Folkestone (ibid., XXII, 7 [March 17, 
1512}). 

35 See, in particular, the comments of Brougham, 
a critic of the bill (ibid., XX, 924-25). Two promi- 
nent government spokesmen and defenders of the 
bill, Lord Castlereagh and Herbert Percival, the 
chancellor of the exchequer, stated that, if this law 
did not cause King to drop his demand, they would 
favor making the notes legal tender (ibid., pp. 886, 
959) 
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probably be this: if the judges think the law 
with you, as I persuade myself they must, they 
will make every delay that can be contrived to 
postpone a judgment upon the point, until there 
is an opportunity of having the law altered by 
a new act; perhaps you will be treated with a 
bye battle in the Court of Chancery, upon an 
experimental bill of injunction against your 
action, grounded upon an equity that may be 
fancied to arise out of the circumstances of the 
times. There may be more or less delay; but I 
look upon it as certain, that, if the Judges can- 
not defeat you in Westminister Hall, parlia- 
ment will readily and eagerly pass a new act. 


Evidently King was not dissuaded by 
Horner, and following Lord Grenville’s 
advice,** which probably fell in with his 
perscnal views, he continued his action.*® 
That this was felt unwise by Horner, as 
well as by others in the Whig group, is 
indicated by Horner’s unpublished letter 
of November 5, 1811, to Lord Holland: 


I believe Whisham informed you yesterday, 
that Lord Grenville has decided, that Lord King 
ought to proceed with his action against the 
Bank director; an imprudent determination, | 
fear, and which we shall all repent of in the end, 
but King had left it to him, and he disposed of 
it in the most summary manner, and without a 
moment’s hesitation. He gives no better reason 
in his letter, than that a contrary conduct 
would shew a distrust in the propriety of what 
King did before; and that the farther steps 
which ministers may take, upon the pretext of 
this action, they would take at any rate. 

However we must lament that the thing has 
taken this turn, as it cannot be helped it seems 
to me important, both for Lord Grenville’s sake 


9 A letter from Grenville to King, dated Novem- 
ber 10, 1811, and urging him to continue his action, 
is reprinted in A Selection from the Speeches and 
Writings of the Late Lord King, ed. Varl Fortesque 
(London, 1844), pp. 6-7. 

#° A. Andreades (History of the Bank of England 
{2d ed.; London, 1924], p. 237) and Tooke and 
Newmarch (A History of Prices and of the State of 
the Circulation from 1792 to 1856, IV, 100) assume 
that King’s action was stopped by the Act of 1811, 
failing to recognize the difference between it and the 
Act of 1812. H. C. Macleod (The Theory and Prac 
tice of Banking |4th ed.; London, 1886}, II, 58) 
makes a similar mistake in assuming that the Act 
of 1812 wassimply a re-enactment of the law of 1811. 
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and for the party, that it should not be known, 
that he has given this advice contrary to that of 
other persons. There is disposition enough al- 
ready in all quarters to make a run at G., and 
to collect pretexts to use against him. I should 
think it much better, therefore, that the deter- 
mination should be talked of only as King’s 
own, anc that it should not be intimated that 
any of his friends have a notion he ought to have 
done otherwise. 


Lord King, after the passage of the 
law of 1811, had brought a test case in an 
action for £45 against one of his tenants, 
deliberately selecting a director of the 
Bank of England.“ The money was paid 
into court by the tenant and proceedings 
stayed, and eight months later, when the 
extension and amendment of the law 
were before Parliament, decision was still 
pending.” 

Lord Stanhope’s original bill had been 
amended, at the suggestion of Lord 
Liverpool, to exempt Ireland from its 
provisions, ‘“‘as from the different cus- 
toms which prevailed in that country, in 
these respects, its application might lead 
to considerable inconveniences.’’*’ Be- 
fore 1797 there was little development of 
banking in northern Ireland, and in 1811 
gold was still commonly used there in 

‘' An indication of the personal feeling that was 
created by Lord King’s activities is the fact that one 
of the directors of the Bank of England printed pri- 
vately and distributed a record of the meeting of the 
bank directors on March 19, 1812, which showed 
that about a third of the meeting was devoted to a 
criticism of King (Proceedings at the General Court of 
Proprietors, Held at the Bank of England, on Thurs- 
day, the :oth of March, 1812, with an Appendix Con- 
taining Some Observations on the Conduct of Lord 
King {London, 1812}) 

# Statement of the chancellor of the exchequer. 
He also stated that two other case actions had been 
brought “on the question of legality of tender. One 
was an action of replevin tried before Lord Ellen- 
borough, where a tender in Bank notes was proved; 
but in the present state of the law that was deemed 
not a sufficient answer to the action. ... The other 
was also an action for a small sum which was paid 
into court, and no subsequent proceedings took 
place” (Hansard, First Series, XXII, 4-s). 

43 Ibid., XX, 846. 
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payment of debts and of rents and in 
larger mercantile transactions, particu- 
larly in the linen trade. The following 
statement of the monetary situation in 
northern Ireland, as given in the House 
of Commons by Lord Castlereagh, who 
came from that section, is in accord with 
information from other sources. 


When it is stated, that the practice, which it 
is intended by this bill to prohibit in Great 
Britain, has long prevailed in Ireland, it is ma- 
terial to distinguish between the practice of 
Ireland generally, and of a few of the Northern 
counties, perhaps not more than four or five in 
number. In all other parts of Ireland, the rents 
have been invariably paid in Bank-notes, and 
I have never heard an instance of any landlord 
refusing to receive them at par. The practice in 
the Northern counties, where the rents are paid 
in coin, is very distinguishable from Lord King’s 
case. In those counties, no other medium than 
coin has ever been taken for rent. Guineas have 
been uniformly the medium of payment be- 
tween landlord and tenant, both before and 
since the Bank Restriction Act; and guineas 
have at all times borne a premium in the North 
of Ireland.*4 


From the very beginning of the restric- 
tion most landlords and linen traders in 
northern Ireland continued to demand 
payment in gold or to require a premium 
on payments in bank notes. After the 


44 Ibid., pp. 962-64. 

45 In the Downshire papers in the Public Record 
Office of Northern Ireland, in Belfast, there are a 
number of letters written to Lord Downshire in 
1797 by his agent, Thomas Lane, describing the con- 
fusion resulting from the general refusal to accept 
bank notes at par. “The Camp is in a riotous state 
for want of Cash” (April 20, 1797). “The market 
very full of cloth and many buyers, but no cash and 
therefore much confusion between them and the 
sellers” (June 8, 1797). “Bank Notes (denominated 
at Belfast Assignats) are depreciating fast; no one 
here will touch them without a premium” (June 15, 
1797). A comment in the Belfast Monthly Magazine 
of September, 1808, suggests the complexity of the 
monetary situation in northern Ireland eleven years 
after the restriction began. “Gold is the universal 
currency for payment of linens in the market of Bel- 
fast, Downpatrick, Ballymena, Coleraine, and the 
market for seven-eighths widths in the county of 
Antrim, and in Lisburn for fine linens, as well as for 
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initial panic had passed, and with both 
the Bank of England and the Bank of 
Ireland notes almost on a par with gold, 
this practice in northern Ireland, al- 
though an annoyance, was not a serious 
hardship on debtors or tenants. By 1803, 
when the Bank of Ireland notes went to 
a substantial discount in terms of gold 
and also in terms of Bank of England 
notes, the practice of gold payments was 
too well intrenched in northern Ireland 
to be easily broken up. Public criticism, 
and even attempts on the part of the 
government of Ireland,® failed to put an 
end to it. Gold payments were stil] com- 
mon in 1811, and the exemption of Ire- 
land from the provisions of the bill was a 
recognition of the existing practice. 

This Irish situation is a good illustra- 
tion of the fact that monetary practices, 
and even de facto legal tender provisions, 
are often as much the result of accident 
or of the pressure of special interests as 
of the wording of the law. Until 1812 the 
legal situation in Ireland and England of 
the notes of their respective national 
banks was identical. Lord King’s demand 
on his tenants in June, 1311, asked no 
more of them than landlords in the north 
of Ireland had been getting for fourteen 
years. Yet King’s action was violently 
criticized, while in the north of Ireland 
the requirement of a payment in gold 
was an accepted practice. 

The law governing northern and 
southern Ireland was identical. Most of 


the coarser kinds bought for exportation in a brown 
.. In the markets in the county of Derry, 
payment in silver is a general mode. In the counties 
of Armagh, Tyrone, Monaghan, Cavan, and most 
of Down, bank notes form the universal medium of 
payment” (p. 77) 


State. . 


4° In the papers of the Ear) of Hardwicke, lord 
lieutenant of Ireland from 1803 to 1804, there are 
several references to the efforts of the government 
in the matter (British Museum, Add. MSS 35743, 
fols. 102, 104, 112; Add. MSS 37746, fol. 282). 


the landlords in both northern and 
southern Ireland were English, and pre- 
sumably some persons were landlords in 
both the gold- and the paper-paying 
areas. It would seem likely under these 
circumstances that some landlord in the 
south of Ireland would have demanded 
payment in gold or that recalcitrant 
Ulstermen, with no particular love for 
either landlords or Englishmen, would 
have tested in the courts their right to 
pay rents in Irish bank paper. Yet | 
have found no reference in the parlia- 
mentary debates, in the pamphlet litera- 
ture, or in the press of the period to either 
of these legal tests being made.’ It is 
particularly surprising that tenants and 
debtors in the north of Ireland did not 
make an attempt to pay in Bank of Ire- 
land notes, since in an Irish chancery 
case in 1805 the lord chancellor, Lord 
Redesdale, dropped an obiter to the 
effect that a person offering to pay in 
Bank of Ireland notes could obtain equi- 
table relief if payment were refused.” 

When, in March, 1812, the original 
Gold Coin and Bank Note Law was 
about to expire, the chancellor of the 
exchequer moved that it be continued, 
with amendments extending it to Ire- 
land and “providing that payments of 
Bank notes into court, out of court, and 
in process of law, should be deemed legal 
payments.”’* After another sharp de- 

47 In the debates on Lord Stanhope’s bill in 1811, 
the Earl of Limerick stated that “there was not any 
instance in that part of the country [the south of 
Ireland] of a landlord making such a demand [for 
payment in gold|”” (Hansard, First Series, XX, 766) 
The same statement was made by Castlereagh in 
the passage quoted above, p. 248 

4* Biddulph v. St. John and Keefe, Schoales and 
Lefroy 2 (521). The point at issue in the case was not 


the form in which the payment was offered but 
whether the plaintiff was entitled to certain lands 
provided he made payment 

49 Hansard, First Series, XXII, 4 (March 17, 


1812). 
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bate, the new act, with the requested 
amendments, and effective until Febru- 
ary, 1813, became the law on May 5, 
1812,°° and was subsequently extended 
until the end of the restriction legisla- 
tion.* With this new legislation gold 
payments in Ireland came to an end,” 
and for all practical purposes Bank of 
England notes and Bank of Ireland notes 
were legal tender. 

Stripped of its verbiage the force of the 
law of 1812 was this: If payments in gold 
were demanded, debts and rents could 
not Jegally be paid in bank notes in the 
absence of a court order, but anyone 
who offered to pay in notes was pro- 
tected from arrest, ejectment, or any 
other action except a suit for the collec- 
tion of the sum due, and any court order 
which might then be issued in favor of 
the creditor or lendlord could be legally 
paid in bank notes. With the law giving 
only this empty satisfaction to those who 
demanded payment in gold, even the 
stubborn Lord King seems to have let 
his suit drop, and there is no further 
record in the restriction period of a 

s° 52 George III, c. 50. 

s* The Act of December 22, 1812 (53 George III, 
c. 5), extended the law to March 25, 1814; the Act of 
May 14, 1814 (54 George III, c. 52), extended the 
law until the end of the restriction and renewed it 
“as from March 25, 1814.” 

s¢ The files of the Belfast Commercial Chronicle 
and the Belfast Monthly Magazine indicate that for 
several years previous to 1811 there had been a de- 
cline in the use of gold in the linen trade in northern 
Ireland and that some of the landlords were either 
permitting tenants to pay in bank notes at par or 
with a smal! premium over the nominal amount of 
the rent. These papers have several references to 
opposition to paying in gold when such payments 
were outlawed in England and to petitions asking 
Parliament to extend the provisions of Lord Stan- 
hope’s bill to Ireland. Up to April, 1812, the Belfast 
Monthly Magazine has frequent reference to the 
premium on guineas, but in May, 1812, it said (p. 
422): “We can quote no price for the discount of 


Bank notes. Since the passing of the late act all 


transactions for buying and selling guineas must 


necessarily be clandestine.” 
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refusal by creditors or landlords to accept 
bank notes at par. 

Stanhope’s act was less successful in 
its other objective—that of stopping the 
trade in guineas at a premium—and in 
the debates of 1813 and 1814 there are a 
number of references to the premium 
paid for guineas. The question of the 
legality under the law of 1811, and under 
the law of 1812 and its extension, of new 
contracts in terms of gold or contracts 
based on the price of corn, such as Lord 
Seymour was contemplating in 1811, 
seems never to have arisen, although the 
Belfast Monthly Magazine, in September, 
1811, reported that in England “land has 
lately been let there by the year only, 
subject to a certain rent, if paid in 
Guineas, and to a stipulated advance, if 
paid in Bank-notes.’’s* Probably the ex- 
planation why no public issue arose over 
this is that after 1810, when the worst of 
the inflation was over, and particularly 
after 1814, when deflation set in, there 
was no strong desire on the part of credi- 
tors to make such contracts. 

The notes of the Bank of Ireland were 
not made legal tender in private pay- 
ments until 1914,°4 but in the Act of 1833 
renewing the charter of the Bank of Eng- 
land the notes of that bank, except a £5 
note tendered alone, were made legal 
tender in all parts of the United Kingdom 
except Scotland and Ireland as long as 
the bank maintained specie payments.*s 

33 P. 244. 

344 and 5 George V, c. 14. 

ss 3 and 4 William IV, c. 98. The purpose of the 
exception for the £5 note tendered alone was to 
insure that people in the country holding £5 notes 
could obtain gold in limited amounts (Hansard, 
Third Series, XVIII, 1361-62). The Act of 1833 did 
not specifically state that Bank of England notes 
were not-legal tender in Scotland and Ireland, but 
that was the intention of the Act, as evidenced by 
wording of subsequent legislation that specifically 
stated that these notes were not legal tender in Ire- 
land and Scotland (8 and 9 Victoria, cc. 37 and 38). 





LEGAL TENDER 


The purpose of the legislation of 1833 
was quite different from that of the legis- 
lation of 1811 and 1812. In 1833 England 
was on the gold standard, and the move 
to make bank notes legal tender was pri- 
marily the result of the panic of 182s, 
when the banking system of England 
had been on the verge of collapse because 
of internal demand for gold at a time 
when the exchanges were favorable to 
England. The government, in introduc- 
ing the Bank Charter Act, stressed the 
difference between an internal demand 
and an external demand for gold and 
stated that its purpose in recommending 
that bank notes be made legal tender 
was to stop an internal drain.® In the 
hearings before the Bank Charter Com- 
mittee of 1832 this proposal had received 
the unanimous support of the witnesses 
who had been questioned on the point.’ 
Yet no provision in the bill provoked as 
extended debate in the Commons as did 


the legal tender clause. It was approved 


in the Commons by a vote of 214 to 
156°° and also met substantial opposition 
in the Lords,*® where it was the subject 
of more discussion than any other pro- 
vision of the bill. 

In the debates of 1832 the legal tender 
problem overshadowed issues that in the 
light of monetary and banking history 
have been far more important, such as 
the establishment of joint stock banks 
and the note-issue monopoly of the Bank 
of England. The opposition to the legal 
tender clause overrode party lines and 
led to the association of men of such di- 


86 Hansard, Third Series, XVII, 178-79. 

8? Report from the Committee of Secrecy on the Bank 
of England Charter; with the Minutes of Evidence, 
A ppendix and Index: John Horsely Palmer (649-52), 
Vincent Stuckey (1066), G. C. Glyn (3088-3108), 
Henry Thomas Attwood (5600 
5032). 

88 Hansard, Third Series, XVII, 1400. 

89 Ibid., XX, 830-65, 876-73. 


Burgess (5533), 
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verse political views as the Duke of 
Wellington, William Cobbett, Sir Robert 
Peel, Joseph Hume, and Lord Bexley, 
who, as Nicholas Vansittart, had played 
so prominent a part in 1811 in forcing 
the legal tender issue before the country. 
The common rallying point of this in- 
congruous opposition to the legal tender 
clause was the fear that had been ex- 
pressed in the debates of 1811 that legal 
tender was the opening wedge for cur- 
rency depreciation.*° 

These fears as to the inflationary dan- 
gers of legal tender may have been stimu- 
lated by the fact that Poulett Scrope and 
Thomas Attwood, the two leading par- 
liamentary critics of the gold standard, 
supported the legal tender clause on the 
ground that it might help to break down 
the gold standard.” This support of the 
legal tender provision by prominent in- 
flationists gives some basis for the state- 
ment of Mark Philips in attacking the 
legal tender clause: “‘that when he saw 
the avidity with which the clause in 
question had been hailed by those who 
were desirous of altering the standard of 
the currency of the country, he could not 


se “With reference to the proposition that bank- 

notes should be a legal tender, he could only express 

his opinion that it would greatly increase the dangers 
= 

(Hume, ibid., 


would not be ob- 


to be feared from a paper currency 
XVIII, 109); “... confidence 
tained for a paper currency, founded on a compul- 
sory enactment” (Peel, tbid., p. 1374); “ looking 
at the clause in all its bearings, he did not hesitate 
to say, he considered it intended for the depreciation 
of the paper of the Bank of England” (Duke of 
Wellington, ibid., XX, 849); “ he provision 
which makes the promissory notes of the Bank of 
England a legal tender has a tendency to intro 
duce, without any alleged necessity, and in time of 
profound peace, the dangerous principle of a com- 
(protest against the bill 
Sexley, and Ernest, 


pulsory paper currency” 
entered by Lords Wynford, 
ibid., p. 878) 

* Scrope, ibid., XVIII, 1399; T. Attwood, ibid., 
XX, 467; Attwood’s testimony before Bank Charter 
Committee of Report from the Committee of 
[5620-32 


See 
1832 


Secrecy .. 
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but regret its introduction into the 
Bill.’ 

The legal tender situation of the Bank 
of England notes remained unchanged 
until 1925, but the law of 1833 had a 
bearing on British monetary policy be- 
tween 1914 and 1925. Had the Bank of 
England suspended specie payments in 
1914, its notes, under the Act of 1833, 
would have ceased to be legal tender. In 
the parliamentary debates in August, 
1914, much was made of the fact that 
the Bank of England had not suspended 
specie payments, and throughout the 
eleven years that Great Britain was off 
the gold standard the bank maintained 
the fiction that it was prepared to redeem 
its notes in gold for anyone who wanted 
gold for a legal purpose, although in prac- 
tice the public was not able to obtain 
gold. 

When Great Britain returned to gold 
in 1925, as part of a move to economize 
in the use of gold by discouraging its cir- 
culation, the Bank of England was re- 
lieved of its obligation to redeem its notes 
in gold. This made necessary the amend- 
ment of the law of 1833 if the bank’s 
notes were to continue to be legal tender. 
Although the parliamentary debates of 
1914 make no reference to the condi- 
tional nature of the legal tender provi- 
sion of the Act of 1833, it is quite possi- 
ble that the Act of 1833 was, at least in 
part, responsible for the official fiction 
of convertibility between 1914 and 1925. 

For reasons that are not clear, the Act 
of 1925 made no reference to the £5 note 
tendered alone, so that this note still 
continued without benefit of legal tender 
in a payment of only £5. This historical 
anomaly was ended in 1928, when the 
Currency and Bank Notes Act®? made 
the £5 note legal tender in all payments 

6 Hansard, Third Series, XX, 561 


63 18 and 19 George V, c. 12 
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and also made legal tender the new £1 
bank notes and 1o-shilling bank notes 
which replaced the treasury notes of 
these denominations that had first been 
issued in 1914. But the English disdain 
for logic and respect for ancient tradition 
still left its mark on the legal tender 
legislation, for the £1 notes and 1o- 
shilling notes were legal tender through- 
out Great Britain and northern Ireland, 
whereas the notes of £5 and above were 
legal tender only in England and Wales. 
The failure to make notes of £5 and 
above legal tender in the entire United 
Kingdom was a concession to local bank- 
ing sentiment in Scotland and northern 
Ireland against having the notes of what 
was still technically a private English 
company pass as legal tender in their 
‘‘countries.’"4 Since the £1 notes and the 
10-shilling notes were the successors to 
treasury money that for fourteen years 
had circulated in Scotland and northern 
Ireland, presumably they were con- 
sidered to have a sanction of royal au- 
thority that did not attach to money 
that had always been issued by a private 
English monopoly. 

The economist might regard these 
details of the legislation of 1833, 1925, 
and 1928 as curiosa, of no significance in 
connection with fundamental issues of 
monetary theory and of monetary policy. 
Yet, when considered in connection with 
the controversy over legal tender in the 
restriction period, this legislation has an 
important bearing on the nature of the 
monetary economy and on the increasing 
power of government over money. The 
idea that some part of the money of a 
country is legal tender which the public 

64 In 1928 the provision that notes of £5 and up- 
ward should not be legal tender in Scotland was an 
amendment added at the request of the Scottish 
banks (statement of Mr. Samuel, chancellor of the 
exchequer, Parliamentary Debates, House of Com- 
mons, CCXVII, 1919-20 [May 23, 1928)}). 
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is required to accept, and that other 
money can be accepted or refused by the 
public as suits its whims, its convenience, 
or its self-interest, can be long main- 
tained only in a rudimentary monetary 
economy. Once monetary transactions 
become an integral part of economic life, 
it is not possible to have two or more 
moneys of different legal standing circu- 
late side by side if there is any question 
in the minds of the public as to the ac- 
ceptance of one of the moneys. The fact 
that money happens to be issued by a 
private body like the Bank of England 
may, in a period when the relations be- 
tween the private and public responsi- 
bilities of a central bank are not sharply 
defined, make it seem desirable to the 
public to maintain the view that the 
bank notes are not lega) tender but are 
simply substitutes for money which the 
public is free to accept or refuse. That 
may be a harmless legal fiction in normal 
times, but in time of crisis such a view 


cannot be maintained unless monetary 
chaos is to follow. 

Local prejudices may be catered to by 
limiting the legal tender quality to only 
part of the nation, or Tory statesmen 
may shrink from the term “legal tender” 
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with its association with the terrorism of 
the French Revolution; but the public 
will not long tolerate the existence of two 
or more moneys if there is any distinction 
in fact between them. Similarly the 
United States had for years a medley of 
legal tender provisions originating out 
of the prejudices of the American scene 
and the accidents of history that in their 
particular way were as logically unten- 
able as the distinctions of British law. 
We might indulge in the fiction that, as 
the Federal Reserve banks were private 
institutions, their notes should not be 
legal tender, whereas greenbacks issued 
by the government were legal tender; 
but such a view could not stand up in 
the crisis of 1933.°5 

Whatever the law may say, a modern 
community cannot long permit a legal 
tender distinction between different 
kinds of money, if that distinction in 
practice means anything, although as a 
gesture to geography, to prejudice, or 
to tradition the distinction may be main- 
tained on the statute-books as long as 
the public does not take advantage of it. 

*s U.S. Statutes at Large, XLVIII, Part I, 112 
13 (June 5, 1933), made all forms of money, includ- 


ing Federa! Reserve notes, legal tender in unlimited 
amounts and gold contracts payable in legal tender. 
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fE consolidation of a new phase 

of American labor economics is 

marked by the publication of Pro- 
fessor Charles E. Lindblom’s Unions and 
Capitalism. The growth of unionism 
since 1933 has induced a corresponding 
growth in academic interest in unions, 
and the first economists to study the new 
unionism found the whole field unex- 
plored. They had to investigate not only 
its economic aspects but also its political 
and sociological aspects, which were not 
then being investigated by anyone else. 
The result was a literature which is social 
science or industrial relations rather than 
economics and which is, by and large, 
favorable to the unions. This broad ap- 
proach was necessary and even inevita- 
ble, but it left behind a partial vacuum 
in the field of labor economics as such. 
More recently there has been a renewed 
interest in the strictly economic effects of 
large-scale unionism on the part of gen- 
eral economists and of labor economists 
who apply the analytical tools of general 
economics to unionism, omitting those 
aspects of union activity which cannot be 
handled with such tools. 

It is to this second group that Lind- 
blom belongs. Most of the group has been 
critical or at least apprehensive of the 
effects of large-scale unionism, and Un- 
ions and Capitalism is a synthesis? of the 

t A review article of Charles E. Lindblom, Unions 
and Capitalism (New Haven: Yale University Press, 
1949). Pp. xi+ 267. $3.75 


? This is not meant toimply that Lindblom’s con 


tribution has been confined to synthesis. Certain as- 
pects of his book are highly original. His analysis of 


main lines of criticism. The first of these 
is that union wage pressures distort the 
allocation of resources between industries 
and areas, a criticism forcefully devel- 
oped by Henry C. Simons.’ The second 
main line of criticism is expressed most 
concisely in the dictum of Charles O. 
Hardy that ‘‘collective bargaining with 
strong unions, price stability, and full 
employment are incompatible. We can 
have any two of these but not all three.’’4 
The third line of criticism, in a sense a 
variety of the first, is that unions, by in- 
vading the prerogatives of management, 
prevent management from being respon- 
sive to the demands of consumers. 


Lindblom’s presentation of these argu- 
ments is certain to win them a wide new 
audience; in part because they have here- 
tofore been largely confined to profes- 
sional journals, in part because of his 
vivid, readable prose, but largely be- 
cause, for the first time, they are well 


the closed shop, for example, is a much-needed revi- 
sion of prevailing views, but it is not essential to his 
main argument. 

3 Henry C. Simons, “Some Reflections on Syn- 
dicalism,” Journal of Political Economy, LI, No. 1 
(March, 1944), 1-25, reprinted in Simons, Economic 
Policy for a Free Society (Chicago: University of Chi- 
cago Press, 1948), pp. 121-59; references are to 
ihe reprint. 

4“Prospects of Inflation in the Transition Pe- 
riod,” in C. O. Hardy, K. B. Williams, and H. S. 
Ellis, Prices, Wages, and Employment (“Postwar 
Economic Studies,’ No. 4 [Washington: Board of 
Governors of the Federal Reserve System, 1046)), 
p. 24. The most thorough statement of this position 
is that in M. W. Reder, “Theoretical Problems of a 
National Wage-Price Policy,” Canadian Journal of 
Economics and Political Science, XIV, No. 1 (Febru- 
ary, 1948), 40-01. 
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documented by references to specific ac- 
tions of particular unions, taken from 
many of the leading authorities on pres- 
ent American industrial relations. His 
own statement of his thesis is that “un- 
ionism and the private enterprise econ- 
omy are incompatible; that once unions 
become strong, the attempt to maintain 
our economy as it now stands produces 
unemployment or inflation’’ (p. v). But 
it would be a better statement if “price 
system”’ were substituted for “private 
enterprise economy,”’ for he also believes 
unions to be incompatible with a socialist 
price system. Despite a recognition of 
many of its imperfections, Lindblom be- 
lieves our present system to be essen- 
tially a competitive price system; and it 
is this aspect of it that he is anxious to 
preserve. Nowhere does he argue that 
unions are incompatible with the private 
ownership of industry. Much criticism of 
his position is likely to be based ulti- 
mately on the belief on the part of the 
critics that the competitive price system 
is not being destroyed by unions but has 
already been in large part destroyed by 
forces among which unionism is by no 
means the most significant. 

Lindblom’s analysis rests on an exag- 
gerated appraisal of union power. He 
spends several chapters examining possi- 
ble checks upon it and finds them all in- 
adequate. To show that fear of unem- 
ployment is no barrier, he creates a hypo, 
thetical union in which each member pur- 
sues his own self-interest and counts on a 
predictable order of dismissal. If this un- 
ion is governed by majority rule, the 
wage rate sought ‘will be very high— 
the highest consistent with the employ- 
ment of no more than a bare majority of 
the membership” (p. 70). Even if deci- 
sions require unanimous consent, it will 
be possible ‘‘to raise wages in such a man- 
ner as to reduce employment at the same 
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rate at which members are separated 
from their jobs and from the union 
through voluntary transfer or retire- 
ment’”’ (p. 72). Hypothetical institutions 
are helpful if they help to explain the be- 
havior of their real counterparts; unfor- 
tunately, this one does not. The difficulty 
lies in seeking in unions a simple motivat- 
ing principle comparable to profit maxi- 
mization in the firm. The maximization 
principle for the firm involves grave diffi- 
culties; for the union it breaks down al- 
most completely. To think of unions as 
trying to maximize any one or even sev- 
eral magnitudes is most unlikely to prove 
to be a useful approach to union be- 
havior. 

The forces making for group solidarity 
and institutional survival and growth 
and the desire of union leadership for 
prestige and political power both within 
the labor movement and outside it would 
prevent any union from behaving like 
Lindblom’s model. Moreover, an em- 
ployer forced to reduce output as a result 
of high wages might in some cases choose 
to shut down the entire plant for a time 
rather than to operate at 50 per cent of 
capacity, thus forcing all members of the 
union to share the resulting unemploy- 
ment, despite seniority. This would prob- 
ably result not from any desire to thwart 
the union but rather from an attempt to 
produce the desired output with the least 
overhead cost. 

Undoubtedly, as Lindblom contends, 
unions may pursue wage policies which 
result in unemployment for some of their 
members because it is impossible to pre- 
dict the consequences or because igno- 

$An almost identical device is employed by 
Simons, op. cit., p. 132 

® The most ingenious attempt of this sort is that 
of John T. Dunlop, in Wage Determination under 
Trade Unions (New York: Macmillan Co., 1944), 


chap. iii. While considerably superior to Lindblom’s 
hypothesis, it is still very inadequate 
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rance or rationalization keeps them from 
doing so. But instances of their creating 
unemployment deliberately must be ex- 
ceedingly rare. If this is so, eventually 
the connection between wages and em- 
ployment will become clear enough to 
deter demands for wage increases or en- 
courage the acceptance of decreases, cer- 
tainly for firms and industries with de- 
clining employment and to some extent 
for the whole economy. While such an 
eventual check may permit considerable 
misuse of union power, this is much less 
critical than the possession of absolutely 
unlimited economic power on the part of 
any group. 

Lindblom argues that unions may not 
fear that unemployment will result from 
wage increases because ‘‘often the pri- 
mary effect of a wage increase is to 
tighten up managerial efficiency, and in 
many circumstances the increase may oc- 
casion no change of any kind in the 
firm’s plans ...because costs are not 
increased” (p. 73). This is a doctrine of- 
ten advanced by proponents of unions 
and sometimes called the “shock the- 
ory.’ To the extent that it is valid, 
which can be established only by more 
systematic empirical investigations, it 
will, of course, lessen union fear of unem- 
ployment. But to just this extent, it 
ought to lessen Lindblom’s fear of wage 
increases! Under the circumstances that 
he assumes, the union’s gain is no one’s 
loss, unless there is a significant disutil- 
ity to management in being efficient. 
Such reasoning permits the construction 
of an argument whose parts are much 
stronger than the whole. 

Just as unemployment is held to be no 
barrier to union power, so Lindblom con- 
cludes that “unionism will inevitably 
succeed in the face of employer resist- 
ance’’ (p. 117). He minimizes the losses 
of workers through strikes by citing re- 
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lief, unemployment compensation, and 
strike benefits as supplements to work- 
ers’ income. But none of these is usually 
sufficient to alter workers’ great reluc- 
tance to strike. Most states do not pay 
unemployment compensation to strikers, 
and, while there are some cases of lavish 
strike benefits in small strikes by craft 
unions, the large-scale strikes in basic in- 
dustries usually permit only the most 
meager benefits to those in greatest need. 
Local relief agencies can do little more 
than prevent evictions and real hunger. 
It is true that union leaders may per- 
suade workers to strike and keep them 
out despite these hardships, but worker 
opinion is nevertheless a_ restraining 
influence. No major union except the 
United Mine Workers is able to engage 
in repeated large-scale strikes involving 
the same workers, and the exception 
seems to be due to a combination of ar- 
duous, unpleasant work and unusually 
harsh discipline of dissenters. An unsuc- 
cessful strike, like the meat-packing 
strike of 1948, appreciably weakens un- 
ion bargaining power for several years; 
but even a successful strike lessens a 
union’s ability to strike again. Employer 
resistance is and ought to be less effective 
than it was prior to 1932, but it cannot 
be entirely dismissed. It is easy to draw 
false conclusions on this point from the 
experience of the last four years. During 
a major inflation employers can easily 
pass on increased costs through higher 
prices, but they cannot make up produc- 
tion lost during strikes by increased pro- 
duction afterward. This results in an 
abnormally resistance to union 
demands. 

In fact, Lindblom’s whole appraisal of 
union power seems unduly influenced by 
the postwar years. He states that “the 
‘first round’ of postwar wage increases 
of 1946 was the earliest impressive dem- 


low 
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onstration that major wage movements 
for the whole economy tend to follow a 
pattern set by a relatively small number 
of critical bargains”’ and that, “‘in setting 
the price of labor, collective bargaining 
represents a larger exercise of discretion- 
ary authority over price than has ever be- 
fore been accomplished” (pp. 88-89). But 
in the postwar years strong inflationary 
forces were at work, and, while there is 
overwhelming evidence that interunion 
rivalry and pattern-setting made postwar 
wage changes more uniform than they 
would have been without unions, there is 
little evidence that, on the whole, they 
made them greater. There is some basis 
for the contention that, in a severe infla- 
tion, collective bargaining tends to delay 
wage increases because of the fixed terms 
of collective agreements and the length 
of the process of renegotiating them. It is 
widely agreed that collective bargaining 
makes wages more inflexible downward, 
and machinery which dees this may have 
as an unintended by-product some effect 
in making them less flexible upward. Em- 
ployers in unionized industries may be 
restrained from using wage increases to 
overcome local or occupational labor 
shortages for fear that the unions will use 
such increases as precedents for general 
increases. 

What are the consequences of union 
power? First, according to Lindblom, 
“unions are ...undermining the [com- 
petitive price] system by undercutting 
managerial authority” (p. 156). “The 
employer is commonly an autocrat to his 
employees because he is compelled to 
obey his customers. ...The union can 
curb the employers’ autocratic power ef- 
fectively only if it can protect him from 
the competitive pressures of the market”’ 
(p. 4).? But it is precisely when employer 
authority is exercised without economic 
reason that workers resent it. The aver- 
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age worker is intelligent enough not to 
blame his employer for conditions which 
necessitate layoffs, but he cannot forgive 
favoritism in deciding who is to be laid 
off or arbitrary disciplinary action. The 
power to hire and fire is subject to abuse 
simply because it is power. To explain 
total employer behavior on economic 
grounds is to pre-empt for economics the 
whole of the social sciences. If an econo- 
mist prefers not to discuss the noneco- 
nomic aspects of unionism, he ought to 
disclaim specifically any intention of 
making a total evaluation of unions as in- 
stitutions.* 

The least that can be said for unions is 
that their noneconomic activities are, by 
and large, highly beneficial. Through 
grievance procedure, seniority, and con- 
trol of the speed and conditions of work, 
unions have given the industrial worker 
a new sense of dignity, individual worth, 
and participation in the process of pro- 
duction. Through union activities in the 
fields of education, welfare, and politics, 
union members are in many cases becom- 
ing more active participants in the life of 
the community. But it would probably 
be exceedingly difficult for unions to per- 
form these functions without participat- 
ing in wage determination. Even if it 
could be demonstrated that wage deter- 
mination through collective bargaining is 
undesirable, we might, on balance, want 
to preserve unions essentially as they are 
and to accept a certain amount of eco- 
nomic dislocation in order to insure the 
noneconomic benefits. Unions cannot be 
judged solely by the criterion of maximi- 
zation of national economic output; a 

7 Of course, the union cannot protect individual 
firms from the competitive pressure of product mar- 
kets. An industry like men’s clothing, despite union 
stabilization of labor costs, is still intensely com- 
petitive with respect to style and distribution. 

* Simons, for example, does this (0). cit., pp. 129 
and 323, n. 5). 
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democratic society has other important 
goals. 

Nor are unions necessarily to be con- 
demned where they limit managerial au- 
thority in strictly economic matters. 
Lindblom deplores union demands for 
severance pay and other devices intended 
to cushion technological displacement. 
But firms, in deciding to displace work- 
ers, usually do not consider the costs of 
transferring them to other occupations or 
areas; the marginal social cost of dis- 
placement will exceed the marginal cost 
to the firm. Hence it may come too soon 
or go too far. The introduction of a labor- 
saving invention is justified by welfare 
criteria only if it permits a reduction in 
prices after meeting all social costs of the 
change. A policy like severance pay, 
which transfers the costs of movement 
from the worker to the employer and, in 
most cases, ultimately to the consumer, 
may increase rather than decrease total 
economic welfare.’ Consumer sovereign- 
ty is, in general, the best guide to eco- 
nomic welfare, but it is not, as Lindblom 
would make it, an exclusive guide; in de- 


nying any consideration of the costs of 
economic changes to the workers in- 
volved, he goes too far. There is, of 
course, no guaranty that union policy 
will not impose excessive severance costs 


on employers and, indeed, no way of 
knowing just what costs ought to be im- 
posed. But economic theory offers no 
ground for a wholesale rejection of such 
union policies; it offers, rather, a rough 
guide for judging individual cases. 

In large part the management-pre- 
rogatives problem is a subjective one. 
One firm may consider union interest in 

* This is one justification for experience rating in 
unemployment compensation. The principle, how- 
ever, cannot be applied to cyclical unemployment, 
which is why most economists oppose experience 
rating, at least in its present form. 
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certain matters an invasion of its pre- 
rogatives, when another finds that it in- 
creases managerial effectiveness in the 
same area by inviting union participa- 
tion. Identical union actions may seem 
to different managements to limit or to 
extend the area of management discre- 
tion. Anyone exercising power will con- 
sider most changes in his institutional en- 
vironment a limitation of power until 
he learns to utilize the changed environ- 
ment for his own ends. Grave concern 
over prerogatives is characteristic of hos- 
tile collective bargaining relationships 
and tends to disappear in more harmo- 
nious relationships."° 

The argument that union power teads 
to the misallocation of resources between 
industries and areas is much more impor- 
tant. Lindblom does not give a concise 
statement of this position, but he implies 
it at many points. The argument is essen- 
tially that “unionism, barring entry into 
the most attractive employments, makes 
high wages higher and low wages low- 
er’; that it results in too small a use of 
resources in unionized industries and con- 
sequently too large a use of resources in 
other areas of the economy. That this 
occurs to some extent may be shown de- 
ductively beyond dispute; to what extent 
can be shown only empirically. Lindblom 
employs the best evidence available as to 
what unions can do, and it is certainly 
not his fault that we are so woefully lack- 
ing in evidence as to the results of what 
they do. However, much work needs to 


*° See F. H. Harbison and R. Dubin, Patterns of 
Union-Management Relations (Chicago: Science Re- 
search Associates, 1947), pp. 74 and 134-36. It is 
noteworthy that, while almost al! Lindblom’s evi- 
dence on the prerogatives issue is taken from Neil W. 
Chamberlain, The Union Challenge to Management 
Control (New York: Harper & Bros., 1948), Cham- 
berlain does not view the situation with alarm, as 
Lindblom does 


*t Simons, op. cit., p. 142. 
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be done before his contention that it is 
impossible to get such evidence can be 
accepted. Lindblom believes that “‘since 
the problem of union monopoly is a new 
one, it is useless to look in the record for 
proof of what unionism can accomplish 
now and in the future. Not even modern 
statistical techniques can prove union 
monopoly or its absence’’ (p. 27). That 
it will be exceedingly difficult to get con- 
clusive evidence on the effect of unions 
on resource allocation cannot be denied, 
but, unless and until we can do so, opin- 
ions as to the magnitude of the problem 
ought to be advanced with the utmost 
humility. 

Evidence may dispel Lindblom’s ap- 
parent fear that it is the new unionism in 
heavy industry which creates the great- 
est distortion in the use of resources. It 
seems more likely that such distortion 
occurs largely in such industries as build- 
ing construction and job printing, which 
would have highly competitive product 
and factor markets in the absence of 
unions and where, for the most part, un- 
ions have long been powerful. In such in- 
dustries as steel, automobiles, and heavy 
electrical manufacturing, unionism has 
probably caused only minor changes in 
patterns of resource use already firmly 
established by oligopoly enterprise.” Of 
course, the standard marginal analysis of 
oligopoly would lead one to expect fur- 
ther limitation of output and investment 


in response to an increase in wages 
But, although the Robinson-Chamberlin 
analysis is a valuable description of mo- 


2 Research currently in progress at the Indus- 
trial Relations Center at the University of Chicago 
on the economic effects of unionism in the rubber 
and steel industries seems so far to support this con- 
clusion. The United Rubber Workers and the United 
Steelworkers have in large part accepted the basic 
pre-existing patterns in their industries, have 
adapted to them, and have sometimes made conces- 
sions to help maintain them. 
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nopolistic competition, its value for oli- 
gopoly lies chiefly in the increased recog- 
nition on the part of theory that oligop- 
oly is important. The concept of profit 
maximization with respect to objectively 
defined cost and revenue curves is of little 
use in industries in whose price considera- 
tions the fear of government regulation, 
the desire for price stability over the 
course of the cycle, the prevention of en- 
try of new firms, and the maintenance of 
favorable public opinion bulk so large." 
To say that these factors are consistent 
with the view that the behavior of oligop- 
oly enterprises is essentially a rational 
pursuit of maximum long-run profits 
does not restore the implications of mar- 
ginal theory for the consequences of wage 
changes. If the profit-maximization as- 
sumption is modified, it becomes possible 
under certain circumstances for unions to 
capture a portion of oligopoly profits; 
and it does not follow that they neces- 
sarily further limit investment. 

The most important of Lindblom’s ar- 
guments is that “‘the most favorable re- 
sult to be expected from the upward pres- 
sure on wage rates by the new power of 
unionism is the expansion of spending to 
set in motion a chronic inflation, for the 
only alternative is unemployment from 
increasing wage costs which are not offset 
by increased spending” (p. 145). Pre- 
sumably, the choice between the alterna- 
tives lies with the monetary authority, 
with inflation resulting if the money to 
support a higher level of wages and prices 
is created and with unemployment if it is 
not. If one accepts the contention that 
unemployment will not deter further 
wage increases, the dilemma is absolute; 
the depression or the inflation, whichever 


. , 
is chosen, would become worse and 


"3 See R. A. Gorden, “Short Period Price Deter- 
mination in Theory and Practice,” American Eco- 
nomic Review, XX XVIII, No. 2 (June, 1948), 264 ff, 
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worse, or there would be a violent oscil- 
lation between the two. 

More realistically, moderate unem- 
ployment would suffice to check wage 
increases until productivity increased, 
and real wage increases would thus be 
kept commensurate with the growth in 
national output. This still seems to con- 
cede that it is unions which make it im- 
possible to achieve simultaneously a sta- 
ble price level and full employment. Ac- 
tually, that is a good deal less than a half- 
truth. If such a balance could be estab- 
lished, it might be upset in exactly the 
same sense by the pressure of any strong 
producer group, including enterprise mo- 
nopoly and the farm bloc. The sentence 
quoted above is equally true if “enter- 
prise monopoly”’ is substituted for “‘un- 
ionism”’ and “prices’’ for “wage rates”’ 
and “wage costs.’’ If one resists the 


temptation to start from established full 
employment and stable prices and asks 


how to get them established, the problem 
is seen to be even more fundamental. In 
any dynamic economy it is impossible to 
approach full employment without in- 
creasing prices as it is approached, if only 
because the new pattern of demand will 
be different from that of the last period of 
high employment, and there will be more 
tendency for prices to rise in areas where 
the dernand has increased than for them 
to fall in areas where it has decreased. 
Similarly, it will be impossible to check 
an inflation without at least temporarily 
increasing unemployment, for the only 
check to inflation can be a decrease in ag- 
gregate demand, and there will be a 
strong tendency for workers to be laid off 
in areas of the economy which feel this 
decrease most severely. To attempt to 
aid their reabsorption by monetary-fiscal 
policy would, of course, invite the infla- 
tion to resume. 

We have been beguiled by such writers 
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as Sir William Beveridge into accepting a 
goal of full employment and stable prices, 
which is, quite apart from unions, inher- 
ently unattainable. This is true even with 
a more reasonable definition of full em- 
ployment than Beveridge’s, whose con- 
tinual excess of vacant jobs over unem- 
ployed men would raise wages faster in a 
perfect market than it would in a un- 
ionized one. We can choose full employ- 
ment and resign ourselves to inflation, or 
we can suppress inflation with price con- 
trols, which, however necessary in war- 
time, would in the long run result in stag- 
gering waste and loss of freedom. We can 
instead choose stable prices, which will 
in themselves insure that unemployment 
is never very severe, and combat the so- 
cial destructiveness of the remaining un- 
employment with a really adequate pro- 
gram of unemployment compensation." 
If even this seems unpalatable, we can 
work to reduce the maximum amount of 
unemployment possible under such a 
policy by attacking, with what optimism 
we can muster, all concentrations of pri- 
vate economic power simultaneously 
(which automatically defines ‘“‘us’’ as 
professional economists). But we must 
not make unions the scapegoat for an un- 
conscious frustration resulting from the 
acceptance of incompatible goals. The 
extent to which unions complicate the 
problem does not warrant the blame 
which has been attached to them. 

The type of economy toward which he 
sees unions leading us, Lindblom, like 


‘This is a solution which Lindblom explicitly 
rejects in saying, “a democratic government cannot 
remain true to a pledge which commits it to inac- 
tivity in the face of unemployment” (p. 210). But 
this is a relative matter; it is true of severe unem- 
ployment but cannot mean amy unemployment. 
Full-employment advocates all allow for some fric- 
tional unemployment; the unemployment consistent 
with stable prices is more frictional than cyclical, but 
in any event it must be larger than frictional unem- 
ployment during inflations 
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Simons, calls “syndicalism.’’ He defines 
“syndicalism”’ as “the control and ad- 
ministration of an industry jointly by 
management and union in semi-isolation 
from the competitive forces through 
which the interests of the consumer pub- 
lic are otherwise protected” (p. 179). 
This is a state of affairs which exists to 
some extent and could possibly become 
important. It deserves a name; perhaps 
the “‘union-management cartel” is ap- 
propriate, but “syndicalism” certainly 
is not. Syndicalists believe in unions as 
an instrument of revolution through the 
general strike, in the nonparticipation of 
unions in political activity, and in the 
eventual development of unions into the 
cells of an otherwise stateless society 
organized on functional lines.’ In this 
sense the Industrial Workers of the 
World is the only past or present syn- 
dicalist American union. The phrase 
“criminal syndicalisrn” illustrates the 
connotations which are being unfairly 
borrowed to denote something radically 
different. 

Unions and Capitalism does not advo- 
cate any solution to the problems which 
it raises. Lindblom does not favor the 
classical liberal attempt to create a com- 
petitive economy. He is emphatically for 
a price system but deems it “wise to 
avoid the acrimonious though ultimately 
necessary debate over the relative merits 
of a competitive price system, on the one 
hand, and a planned or socialist price 
system, on the other . . . The major policy 
choice is price system or no price system”’ 
(p. 240). This is an interesting indication 
that the debate is perhaps not so acrimo- 
nious after all; the Manchester liberals 
and the market socialists” are becoming 
remarkably similar. Lindblom offers a 

ts See Lewis L. Lorwin, “Syndicalism,” Encycio- 
paedia of the Social Sctences (New York: Macmillan 
Co., 1934), XIV, 496 
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program, only to reject it again as politi- 
cally impossible, which is along market- 
socialist lines. It involves public control 
of wages, the expansion of nonwage in- 
come of workers through increased gov- 
ernment services, and a recognition of the 
legitimacy of union action in noneco- 
nomic matters. His criterion for deter- 
mining relative wages, which he admits 
is probably impractical, is the amount of 
unemployment or labor shortage in par- 
ticular occupations and areas. It should 
be noted that the impracticability is not 
only administrative but involves the in- 
adequacy of moderate wage differentials 
as an incentive to worker mobility."’ 
Ending on one small note of hope, 
Lindblom says that if, in the event of 
chronic inflation or unemployment, “‘un- 
ion leadership is ...a major element in 
national political leadership, it may not 
wish to jeopardize its power by refusing 
to exchange the union’s right to go its 


way for a continued strong voice in deter- 
mining general rules for economic life’’ 
(p. 254). But such hopes are not without 


their own dangers. Recent strikes in 
Great Britain have indicated that, where 
union leaders become too absorbed in na- 
tional affairs and too inclined to sacrifice 
direct union interests to general interests, 
they risk losing effective control of their 
unions to new and less reasonable lead- 
ers. In the United States and Great Brit- 
ain at present, such new leaders might be 
Communists; under other circumstances 
they could be Fascists. It is a realization 
that a strong union movement is the 
best guaranty against movements which 

*T use this term as a convenient way to dis- 
tinguish such advocates of a socialist price system as 


Abba P. Lerner and Oscar Lange from proponents of 
widespread planning based on nonprice criteria 

'? Considerable evidence on this point is given in 
Lloyd G. Reynolds and Joseph Shister, Job Horizons 
(New York: Harper & Bros., 1949), pp. 6 ff. and 
54 fl. 
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might lead workers to demand the ex- 
change of our democratic freedoms for 
the “security’’ of a police state, which 
accounts for the sincerity of many for- 
merly antiunion employers when they 
say that they believe in unionism."* 

It is difficult to say what Lindblom ex- 
pects the total impact of his book to be. 
He warns that “‘the temptation to mis- 
read between the lines in a work of this 
kind is strong. Many readers will incor- 
rectly take the argument to be an attack 
on unions”’ (p. vi). But not to do so would 
require misreading the lines themselves; 
for the reiteration of the theme that 
unions “will in a competitive price sys- 
tem inevitably cause waste, unemploy- 
ment, inflation, or all combined” (p. 22) 
can be taken as pro-union only by one 
who holds waste, unemployment, and in- 
flation to be desirable. Of course, Lind- 
blom may mean that his main concern is 
for the best interest of the union member 
or that he would be for unions if they 
were changed beyond recognition; but 
one cannot avoid the impression that he 
is afraid of the inevitable implications of 
his own position. “I suffer further,’’ he 
writes, “an anticipatory embarrassment 
at the thought of being embraced in error 
by the stolid defenders of things as they 
are’’ (p. vi). Without in the slightest 
doubting the sincerity of the embarrass- 
ment, one can contend that the embrac- 
ing conservatives will not be in error; for 
Lindblom devotes a full chapter (chap. 
x) to a demonstration that union power 
is much more to be feared than enterprise 
monopoly; it is almost as if he were de- 

*® A goodiexample is the statement of Ira Mosher 
on behalf of the National Association of Manufac- 
turers before the presidential Steel Fact Finding 
Board: “Either this nation must make collective bar- 
gaining work or we embark on the road to statism. 
It is sound and enlightened selfishness not altruism 


that has motivated our position” (news release of the 
National! Association of Manufacturers, August 18, 


1949). 


ALBERT REES 


claring in the same breath his opposition 
to murder and to the violation of park- 
ing ordinances.'® It would be a stupid 
defender of enterprise monopoly as it is 
who failed to find the analysis a useful 
weapon. To show that enterprise monop- 
oly is subject to economic checks that do 
not apply to unions, such as the substitu- 
tion of other products, is beside the point. 
Similar logic on the part of the antimo- 
nopolists of half a century ago led them 
to the firm conviction that, by now, the 
economy would be one gigantic trust. 
What is relevant is the actual extent to 
which various institutions are either con- 
ducive or detrimental to the achievement 
of individual liberty, democratic govern- 
ment, and economic progress when sub- 
jected to the total economic, political, 
and social restraints that confront them. 

If the all-out proponents of the price 
system abandon their historical targets 
of enterprise monopoly and protection- 
ism in favor of an attack on unions and 
public enterprise (except when it is per- 
fectly faithful to the rules of private en- 
terprise), they may enjoy a popularity 
and influence which they have not known 
for a hundred years. But, should they 
succeed in destroying unions, their decla- 
rations that their next target is enter- 
prise monopoly would be easily brushed 
aside, for the one possible political coun- 
terweight to big business would be gone. 
Nor will declarations of intention based 
on socialism or on antimonopolism pre- 
vent their position from being used so 
long as it is useful. But its use will be 
limited because business is becoming 
more willing to accept unionism than are 
many economists. 

The main lesson of Lindblom’s book is 
that we are in desperate need of sound 

‘9 This recalls Simons’ statement in the same 
context that “enterprise monopoly is a skin dis- 
ease”’ (op. cil., p. 130) 
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empirical research on the economic ef- 
fects of unions. At present we cannot 
answer conclusively even such basic 
questions as “How much effect have 
unions really had in increasing wages?” 

much less questions as to the results of 
wage increases. Such research will almost 
certainly disprove both the idea that un- 
ions can do no wrong and the idea that 
unions are leading the country to the 
dogs. It will serve to place the problem 
of economic action by unions in proper 
perspective and to give it a realistic scale. 

In the meanwhile, we must remember 
that social institutions which arise from 
needs will tend to change or decline as 
the needs are changed or met. This tend- 
ency suggests an alternative to regulation 
which may in many cases be preferable. 
Although some direct regulation of the 
restrictive practices of certain unions is 
probably desirable, attempts at regula- 
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tion which do not attack the causes of 
restrictive practices will often be self- 
defeating. However, lasting improve- 
ments in the economic behavior of unions 
can be achieved if the general stability 
of the economy is increased. 

In a democratic society all institutions 
are subject to many different kinds of 
checks which force them continuously to 
compromise and to adapt. It may sound 
puerile to suggest “muddling through”’ 
as a solution to the problems which seem 
so crucial to Lindblom, but, in the long 
run, muddling through is the chief way 
that democracies get anywhere. The gen- 
ius of democracy lies in never carrying 
anything to its logical conclusion. For 
unions to obtain absolute power would 
be as catastrophic as their abolition 
would be, and we may be thankful that 
both are impossible. 
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My Three Years in Moscow. By WALTER BE- 
DELL SmitH. Philadelphia and New York: 
J. B. Lippincott Co., 1950. Pp. xiii+-333. $3.75. 
In a very real sense this is a surprisingly use- 

ful book. It is, first, as one might expect, a com- 
petent and well-written account of our diplo- 
matic relations with Soviet Russia covering a 
significant three-year period. During the early 
part of this period the United States govern- 
ment was earnestly and hopefully trying to 
build a policy of collaboration in peace founded 
upon the supposed bond of our having so recent- 
ly fought a common enemy. During the latter 
part of Srnith’s embassy the “cold war” had be- 
gun, and he was a participant in it. 

One might suppose, consequently, that this 
would be an account of a cooling-off of friend- 
ship and of a gradual hardening of attitude, as 
efforts to reach an understanding failed. There 
is nothing in Smith’s account to support this 
interpretation. There never was any fundamen 
tal change in the Soviet attitude, since the as- 
sumption of a bond of wartime friendship was 
quite contrary to fact. Smith had gone to Mos- 
cow, as had so many American diplomats before 
him, believing that once Soviet leaders were 
convinced that we did not plan aggression and 
once we could find out what the minimum stra- 
tegic goals of Stalin were a peaceful understand- 
ing could be achieved. He was to learn the hard 
way, as had all “old Russian hands” before him, 
that such an understanding had never been a 
possibility. His book explains clearly and con- 
vincingly why this is so. 

Smith's book is, however, more than a diplo 
matic history covering three years at an ambas- 
sadorial post. It affords us another of those first- 
hand glimpses, becoming ever more rare, of the 
economy of Soviet Russia and of the life of its 
people. It is a glimpse through that peephole 
which is the United States Embassy in Moscow. 
Describing what he saw through the peephole, 
he necessarily suffers from some of the limita- 
tions of the scientist who constructs in plaster 
the complete skeleton of some prehistoric mon- 
ster with only the clues afforded by a few scat- 
tered bones 

Smith and his staff apparently made the 


most of their very limited opportunities. He was 
allowed to visit a collective farm. He visited a 
state poultry-breeding farm as part of a pro- 
gram of procuring fresh eggs for the embassy. 
He was taken on a conducted tour of a Soviet 
automobile factory. He was able to talk to a few 
Russians, Latvians, and Lithuanians who 
claimed American citizenship and who dared to 
take the great risk of coming to the embassy. 
The staff of the embassy read and translated the 
Soviet press. A little could be gleaned on ac- 
count of the old practice of the Soviet govern- 
ment of allowing or requiring one Soviet citizen 
to be the “official’”’ personal] friend of each im- 
portant American. Further, the tradition of our 
Moscow embassy inaugurated by William Bul- 
litt and Loy Henderson that the responsible of- 
ficials immediately under the ambassador 
should learn the Russian language was im- 
mensely helpful to Smith. Finally, a lot can be 
seen and heard as one walks through the streets, 
rides on streetcars, shops in stores, and the like. 
Smith was a keen observer, and in his book he 
summarizes the combined observations of his 
staff as well as of himself. Thus, not even the 
Soviet State Secrets Act, passed in 1947, which 
made the giving of even the most routine eco- 
nomic information to foreigners the equivalent 
of treason, could obscure the view through the 
peephole. This well serves to illustrate at least 
one value of our retaining embassies and con- 
sulates behind the Iron Curtain. 

Smith shows us again the picture of a regime 
devoting all its energies which can possibly be 
withheld from producing consumers’ goods to 
building up the industrial potential essential to 
military might. He compares the real prices (in 
units of time worked) of staple consumers’ 
goods to a Soviet worker with similar prices to 
an American worker. Thus he calculates, for 
example, that a Soviet worker had to work four 
hours and fifty-seven minutes for a dozen eggs. 
His counterpart in the United States worked 
thirty-eight minutes for a dozen eggs. The 
standard of living which is thus reflected is not 
only far lower than that in the United States but 
lower than that in any other industrialized 
country. 
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He provides us with a useful outline of the 
system of forced labor, together with a compe- 
tent analysis of the mechanism of control in a 
police state. Apart from the diplomatic history, 
none of this is new, except for some significant 
details here and there. In the present state of 
our sources of information about Soviet Russia, 
however, the book is well worth reading. In par- 
ticular, Smith has the great merit of restricting 
his comments to those matters about which he 
has really definite sources of information or 
about which his opinion is manifestly worth 
having. 

Smith concludes with the pious hope that the 
consciousness of possessing such a terrible and 
destructive weapon as the atorn bomb will bring 
to Soviet leaders a sense of responsibility to the 
peoples of the world so that they will join in 
seeking an effective contro] of atomic energy. 
“If not, then distance, necessity, patience, firm- 
ness and the united strength of the West, now 
being organized under the Atlantic Pact, may 
enable us to continue for a protracted period 
that precarious and uncertain but relatively 
peaceful co-existence which we have managed to 
lead with the Russians up to this time.” From 
the tenor of the whole book it is evident that 
Smith puts his money on the latter rather than 
on the former. 

CALVIN B. Hoover 
Duke University 


Arabian Oil: America’s Stake in the Middle East. 
By Raymonp F. Mrkese£Lt and Ho.tis B. 
CHENERY. Chapel Hill: University of North 
Carolina Press, 1949. Pp. xi+ 201. $3.50. 
The subject of this book is of considerable in- 

terest and importance. The development of the 

oil resources of the Middle East is the biggest 
piece of private foreign investment going on in 
the world today. In this strategic spot, Ameri- 
cans are sinking hundreds of millions—and are 
planning to sink billions—of dollars in the con- 
struction of oil production and transportation 
facilities. The concession of the Arabian-Ameri- 
can Oil Company, the largest exclusive conces- 
sion in the world, covers an area larger than 

England, France, and Italy combined. The 

proved oil reserves of the Persian Gulf area are 

about as large as those of the whole Western 

Hemisphere. The development of these reserves 

should enable western Europe, which is the chief 

market for Middle Eastern oil, to reduce its de- 
pendence on this hemisphere, and so should help 
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to conserve American oil for American needs in 
the future. 

After presenting the basic facts of the world’s 
petroleum position and of America’s require- 
ments, the authors describe the resources of the 
Middle East, the complex structure of the com- 
panies operating there, and the nature of the 
concession contracts. Attention is then focused 
on the American projects in Bahrein and Saudi 
Arabia and on their impact upon the local econ- 
omy. Although the book draws occasionally on 
unpublished data from company sources, those 
who have followed the story in the journals, 
magazines, and newspapers of the last few years 
will not find very much that is new here. It is 
certainly convenient, however, for economists 
as well as for the general public to have the in- 
formation brought together in this readable and 
handy little book. 

“An important purpose of this book is to dis- 
cuss the role of United States foreign policy in 
the development of American petroleum in the 
Middle East” (p. 6). In the chapter specially 
devoted to this topic (chap. vii), the chief po- 
litical developments in the area are listed as 
(1) the threat of Russian penetration, (2) the 
controversy over Palestine, and (3) the growth 
of Arab nationalism. One short paragraph of 
general observations is assigned to each of these 
problems. The bulk of the chapter is concerned 
with a description of the unsuccessful atternpts 
of the United States government in 1943-44 to 
secure a share in the control of American oil in 
Arabia; with the abortive Anglo-American oil 
agreement; and with other proposals for inter- 
national oil regulation. All this relates more to 
the machinery than to the substance of policy. 

In defending the licensing of steel-pipe ex- 
ports for the trans-Arabian pipeline in 1947, the 
Department of Commerce declared that “after 
consultation with and recommendation by other 
interested government departments, the deci- 
sion was reached that the strategical, political 
and economic interests of the United States 
made such action desirable.” The authors of this 
book—perhaps wisely—tefrain from speculating 
on the wider political implications of their topic. 
Although they report on the Senate investiga- 
tion of Navy oil purchases (pp. 132-37), they do 
not refer to the hearings on the steel-pipe ex- 
ports in the fall of 1947, which elicited some co- 
gent statements by government officials about 
our national interest in Middle Eastern oil 

The book is well written but somewhat loose- 
ly knit. It is not free from internal discrepancies. 
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Thus on page 79 Saudi Arabia’s annual oil roy- 
alties are estimated at $30 million; on page 84 
they are said to be $21 million. Somewhat dis- 
cordant statements are made on pages 65 and 
141 on the amount of steel needed for the trans- 
Arabian pipeline and for the equivalent tanker 
capacity. A statement on page 42, putting 
Iran’s oil reserves lower than those of Kuwait, 
does not square with a table on page 27. 

One of the policy conclusions which the 
authors put forward, on page 127, is that the 
Anglo-American oil agreement should be ratified 
and broadened in membership, though earlier 
they express a preference for a petroleum or- 
ganization of the United Nations (p. 121). An- 
other conclusion appearing on page 127 is that 
“there should be established as soon as possible 
a free market for petroleum in the Persian 
Gulf.”’ Elsewhere we are told that “Middle East 
oil production and marketing is in the hands of 
a tight oligopoly, and the technical and organi- 
zational conditions for competition simply do 
not exist”’ (p. 102). It is not clear what a “free 
market’’ would be in these circumstances. 

The book has a useful appendix containing a 
survey of the technical aspects of the oil indus- 
try, as well as a selection of international petro- 
leum statistics. 

RAGNAR NURKSE 
Columbia University 


International Monetary and Financial Confer- 
ences in the Interwar Period. By DEAN E. 
TRAyNoR. Washington, D.C.: Catholic Uni- 
versity of American Press, 1949. Pp. ix+ 196. 

$2.25. 

Dr. Traynor provides a useful survey and 
analysis of the three principal international 
monetary conferences in the interwar period, 
namely, the Brussels International Financial 
Conference of 1920, the Genoa Economic and 
Financial Conference of 1922, and the World 
Monetary and Economic Conference held in 
London in 1933. Only brief mention is made of 
the conferences on reparations and the setting- 
up of the Bank for International Settlements. 
In addition to discussing the efforts at interna- 
tional monetary co-operation in the interwar 


period, Traynor gives an account of the inter- 
national monetary conventions before World 
War I, beginning with the monetary agreements 
of the Greek city-states. In general, however, 
the international problems of pre-World War I 
were concerned with the exchange of coins and 
the development of common policies with re- 
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spect to the choice of a metallic standard. Since 
the problems of the interwar period had to do 
with the relationships between managed curren- 
cies, they were far more complex. 

In the main the monetary conferences of the 
interwar period were unable to deal in any con- 
crete way with the financial problems with 
which they were concerned. The Brussels Con- 
ference passed a few pious resolutions with re- 
gard to sound internal financial practices, the 
desirability of returning to the gold standard as 
quickly as possible without too great deflation, 
and the elimination of trade and exchange con- 
trols. Much the same resolutions were passed at 
the Genoa Conference, although credit is given 
to this conference for influencing the subsequent 
development of the gold exchange standard and 
for its recommendations on central bank co-op- 
eration. The United States government refused 
to send official delegates to either the Brussels 
or the Genoa conference, and its representation 
was confined to that of observers. The reason for 
the unwillingness of the United States to par- 
ticipate was the fear that we would be drawn 
into a discussion of the war-debts issue. Since 
the indebtedness of the Allied nations to this 
country was so intimately tied to reparations 
payments and since intergovernmental debts 
were so closely related to the entire postwar in- 
ternational financial structure, a comprehensive 
attack on the problem of restoring international 
monetary equilibrium was scarcely possible. 

Although the United States did participate 
in the London Economic Conference of 1933, 
there was little change in our willingness to co- 
operate in dealing with the major financial 
problems which faced the world at that time. 
We still refused to discuss war debts, and while 
the conference was still in session, President 
Roosevelt announced that we would not agree 
on any proposals for currency stabilization. Al- 
though the American delegation, led by Secre- 
tary Hull, was anxious to discuss tariffs, there 
was no mandate from the United States Con- 
gress to do anything about them until the pas- 
sage of the Reciprocal Tariff Act a year later. 
Some interesting comparisons might be drawn 
between the interwar monetary conferences and 
those after World War II. Many of the problems 
were the same, except that those of the present 
time are more intense and intractable. Traynor 
makes only a few references to the work of the 
post-World War II monetary conferences, but 
I fear he is altogether too sanguine as to their 
accomplishments. 

The principal weakness of this very useful 
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study lies in the author’s analysis of the failure 
of the international payments system of the 
1920's. He lays particular emphasis on the in- 
flationary effects of the pyrariding of reserves 
under the gold exchange standard and the fail- 
ure of movements of short-term funds “‘to exert 
the same influence on prices that movements of 
gold exerted” (pp. 147-48). The fact was that 
nations tended, on the whole, to control the 
volume of credit independently of movements of 
gold or short-term balances. Traynor also 
ascribes the difficulties of the interwar period 
and the present period as well to a maldistribu- 
tion of gold and states: “Experts realize that 
there must be a redistribution of gold if any per- 
manent solution of monetary problems is to be 
reached.” But in the past few years the United 
States has made available foreign financial aid 
in amounts exceeding our entire gold supply and 
has, in addition, bought several billion dollars 
worth of gold from abroad. It is impossible to 
argue, as does Traynor, both that gold is not a 
regulator of the balances of international pay- 
ments and that the world’s problems would be 
solved by a redistribution of gold. 


RAYMOND F. MIKESELL 
University of Virginia 


Heinrich von Stackelberg: Grundlagen der theo- 
retischen V olkswirtschaftsiehre. With a Preface 

by V. F. Wacner. Bern: A. Francke, 1948. 

Pp. xvi+368. Swiss Fr. 23.5. 

This book by a well-known German econo- 
mist was originally published in 1943 in Ger- 
many. After breaking with his long Nazi past, 
in 1944, shortly before the German collapse. 
Stackelberg went to Madrid. There he prepared 
a revised Spanish edition, which appeared in 
1946, shortly before his death at the age of for- 
ty-one. The present volume is the German ver- 
sion upon which the Spanish edition was based. 
As Professor Wagner of Basel states, this is un- 
doubtedly the most comprehensive treatment of 
modern economic theory available in German. 
Hence it may play a considerable role where 
that language is used. He also remarks rightly 
that Stackelberg is known widely for contribu- 
tions to the theory of costs and of capital, and, 
most notably, as one of the original developers 
of the present theory of monopolistic competi- 
tion (cf. his work Marktform und Gleichgewicht 
[Vienna, 1934)]). 

This is a textbook, with the customary ar- 


rangement and coverage of subject matter. Its 
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level of difficulty is modest and corresponds to 
that of advanced or intermediate undergraduate 
instruction in this country. Thus it would com- 
pare with the well-known books by Boulding 
and Stigler. The treatment makes hardly any 
use of mathematics, although in other writings 
the author has employed calculus extensively. 
Numerous graphs are used instead. There are 
also references to other publications, new and 
old; so the reader can broaden his knowledge be- 
yond the scope of this book. In short, this is a 
good book, as standards go; and it should help 
to spread knowledge of current theory. Indeed, 
a translation into English might be welcomed 
by many. 

The best part is that on market organization, 
where the author follows his own earlier book 
and writes with particular competence and with 
a full knowledge of the other main contribu- 
tions. He is much more disturbed than many 
other textbook writers about the “lack of equi 
ibrium”’ in those intermediate markets between 
free competition and monopoly, without, of 
course, being able to say precisely what “‘equi- 
librium” there should mean. He has the idea 
that it must be of the simple kind envisaged 
currently in economics, a belief that must en- 
counter great doubts. A clear and simple treat- 
ment of indifference curves prevails, and their 
serious limitations are not recognized. Stackel 
berg is much interested in time and expecta 
tions, but he has not seen that they cannot be 
adequately taken care of by indifference curves. 
He also repeats the theory of time preference in 
a very conventional manner, which, in fact, 
contradicts some of his other statements about 
the simultaneous expectation of future wants 
and incomes. 

This book, like others published in the last 
few years, conveys the feeling that an epoch in 
economics has come to an end and that a new 
approach is needed to break the impasse of eco- 
nomic theory. There is enough of the baroque in 
these writings to make this impression unmis- 
takable. This work, too, is written as if there 
were no unsolved problems in economics and as 
if what is presented were the final answer. ‘The 
disappointment caused by this type of theoriz- 
ing is experienced by alert students, who then 
shy away from economics. If the numerous un- 
solved problems were shown in their severity 
and as emanating from thorough empirical 
studies, the best students would be more likely 
to be attracted into our field. When will text- 
book writers indicate clearly, or at least suggest, 
where the unsolved problems lie? 
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Stackelberg undoubtedly was a thoroughly 
competent economist, who had complete mas- 
tery of the techniques of modern theory even in 
its mathematical form. Yet for a long span of 
his life he was a convinced Nazi. This is an in- 
teresting illustration for the absence of correla- 
tion between theoretical insights and ideological 
interpretation of the world. : 

OsKAR MORGENSTERN 
Princeton University 


Volkswirtschaftliche Probleme des deutschen Aus- 
senhandels. (“Schriften des Vereins fiir So- 
zialpolitik.” N.F., Vol. I.) Berlin and Miin- 
chen: Duncker & Humblot, 1949. Pp. 136. 
Dm. to. 

With this slender publication of the revived 
Verein fiir Sozialpolitik, German economic sci- 
ence raises its collective voice for the first time 
in long years. 

One should not expect from this publication 
the scholarly thoroughness and quality of the 
best publications of the old Verein. That is ob- 
viously not possible under such pressing circum- 
stances. Some of the most representative spokes- 
men of German social science, such as Profes- 
sors Eucken, Erhard, and Ndlting, did not par- 
ticipate in the discussion. Nevertheless, the pub- 
lication is creditable and interesting. 

The bulk of it consists of a discussion of the 
international economic problems confronting 
Germany, especially the currency and exchange 
problems. The reproduction in the Appendix of 
the minutes of a previous session of economists 
in Rothenburg in 1947 and of the economic pro- 
gram for the recovery of the German economy 
adopted in December, 1947, by a representative 
group of German economists is valuable. 

Other noteworthy contents of the volume 
are (1) retrospective survey by Professor von 
Zwiedineck of the activities and tendencies of 
the old Verein fiir Sozialpolitik; (2) a compari- 
son by Professor Adolf Weber of the problems 
facing the session of the Verein fiir Sozialpolitik 
in 1924, after the first great inflation, with those 
facing the present session; and (3) a report by 
Professor Ellinghaus on problems of academic 
education, professional guidance, and prospects 
for economists and business economists. 

This publication shows clearly (though by no 
means gathering all the evidence) the active, 
spontaneous, far-seeing activity of German 
econoraists in preparing for the problems of 
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German reconstruction and re-entry into the 
world economy on essentially liberal lines, as 
early as 1942, and their great share in the prepa- 
ration of the successful currency reform. 

The introductory paper by Dr. Fritz W. 
Meyer and the ensuing discussion are clearly 
dominated by the same “‘liberalistic” spirit as 
the older documents of the Appendix, with sur- 
prisingly little opposition on principle from 
champions of a managed currency as a basis of 
a centrally and internationally planned econ- 
omy. Dr. Meyer starts with an analysis of the 
quantitative problems connected with the 
achievement of economic self-reliance for the 
Western Zone at an average Continental living 
standard, after the ravages of Hitlerism, war, 
and the Morgenthau policy. This appraisal is 
certainly more realistic than the official Allied 
estimates up to then prevailing. Then follows a 
very effective presentation of the disadvantages 
of foreign-controlled, excessively bureaucratic 
regulation of Germany’s international trade. In 
the main, the paper concentrates on the pro- 
posal to restore not only free international trade 
as a concomitant to the restored internal free- 
dom of the market but free international pay- 
ments as well (at least on current accounts, 
though this is not stated explicitly). 

The speaker proposes to do so at what he con- 
siders an “equilibrium” rate, at which he im- 
plicitly suggests a twenty-cent Dm. exchange. 
He takes issue with Mr. Camille Gutts's view- 
point, that, in view of the extreme inelasticity of 
Germany’s international demand and supply at 
this time, a thirty-cent rate should be main- 
tained for the time being. 

In my opinion, Mr. Gutts’s position is not 
successfully refuted. It is not proved that a 
lower exchange rate would immediately increase 
exports sharply. After all, the necessary raw ma- 
terial for an increased export production might 
not have been found in the hideaways of infla- 
tion hoarders. 

Indeed, in the subsequent discussion, various 
speakers set this right by stressing the differ- 
ence between freeing international payments as 
a logical and necessary complement of internal 
market freedom and the short-run issue in this 
respect. Also, some discussants profess not to 
know whether the present rate is, in fact, too 
high. In general, the discussion covers the prob- 
lem thoroughly, though on conventional lines. 
The disciplining effect of some deflationary pres- 
sure through a high exchange rate of the mark 
on the still partly inefficient production organi- 
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zation and the loose, inflationary pricing habits 
of some German businesses were not brought 
out. It may seem strange that none of the speak- 
ers states that, in committing itself to the liberal 
international system, Germany commits an act 
of faith in the willingness and ability of other 
partners to play the game by the same rules. 


HERBERT VON BECKERATH 
Duke University 


The Psychology of Social Classes: A Study of 
Class Consciousness. By RricHARD CENTERS. 
Princeton: Princeton University Press, 1949. 
Pp. xii+ 231. $3.50. 

The present book analyzes the results of a 
public opinion poll on the politico-economic 
orientation and class consciousness of occupa- 
tional strata in American society. The author 
distinguishes social strata—aggregates of people 
as defined by some objective criterion, such as 
occupation or income—from social classes, 
which he considers to be psychologically co- 
hesive and functional groups, bound together by 
group consciousness, common interests, sym- 
pathies, attitudes, beliefs, and common behav- 
ior in economic and political matters. He calls 
the hypothesis that he wants to test an “‘inter- 
est group theory” of social classes, which im- 
plies that “a person’s status and role with re- 
spect to the economic processes of society im- 
poses upon him certain attitudes, values and 
interests relating to his role and status in the 
political and economic sphere.” Class then is 
defined in subjective terms as a certain con- 
scious value-attitude system, but a functional 
interrelation is assumed between class con- 
sciousness and objective factors of social strati- 
fication, such as economic status, dominance- 
subordination relationships, and occupation. 

The Office of Public Opinion Research of 
Princeton University, under the supervision of 
the author, obtained around eleven hundred in- 
terviews from a representative cross-section of 
the adult male white population in July, 1945. 
The interview schedule contained thirty-three 
groups of questions, six of which were to deter- 
mine “conservatism” or “radicalism,” such as: 
“Do you agree or disagree that America is truly 
a land of opportunity . . . ?” and “In strikes and 
disputes between working people and employees 
do you usually side with the workers or with the 
employers?” etc. 

The poll seems to indicate that “there are 
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large and statistically significant differences be- 
tween occupational strata in respect to ‘con- 
servatism-radicalism’ ” (p. 208). The top and 
the lowest occupational groups are distin- 
guished, respectively, by their support of and 
opposition to the status quo, whereas the middle 
occupational groups show “a greater preponder- 
ance of conservative attitudes and a diminishing 
quota of radical views in proportion as their oc- 
cupational positions are higher or lower in the 
hierarchy” (p. 208). In respect to political be- 
havior, “the highest groups and their parents 
are characterized by much greater support of 
the traditionally conservative Republican Party 
than is the case with the lower occupational 
strata.” There is a marked correlation between 
occupational position and subjective class affili- 
ation. “Nearly three-quarters of all business, 
professional and white collar workers identify 
themselves with the middle or upper classes. 
79% of all manual workers identify with the 
working and lower classes” (p. 85). 

The conclusion that the author draws from 
his study is that “a man’s way of getting his 
livelihood dominates much of his waking life 
and therefore, his class consciousness. In spite 
of the educational, propagandistic and ideologi- 
cal leadership of the upper and middle classes 
the American working class has become class 
conscious and has developed attitudes and be- 
liefs at variance with traditional acceptances 
and practices” (p. 218). 

An evaluation of this study will depend on 
how mutch one trusts the questionnaire and in- 
terview method of asking people questions 
couched in the politico-economic lingo of our 
time. People belonging to different groups are 
exposed to different ideological influences, and 
it is not very remarkable to discover that these 
influences have had some effect on the conscious 
minds of people. When such questions as those 
in the interview schedule are asked, the effect is 
almost like a stimulus-response process: people 
react automatically to certain catchwords ac- 
cording to the type of indoctrination to which 
they have been exposed. 

The author’s main thesis is that socio-eco- 
nomic stratification variables, especially occu- 
pation, show strong correlations with class affil- 
iation and conservatism-radicalism, which he 
calls “purely psychological variables” (p. 116). 
He assumes that these attitudes are caused by 
the “interests” of these groups. However, only 
a sociopsychological theory of the human per- 
sonality could explain what people consider to 
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be their “interests.” Therefore, the present 


study will be useful as a starting point for a 
psychology of classes built upon the findings of 
modern psychodynamics. 


WALTER A. WEISSKOPF 
Roosevelt College 


The Bank of Ireland, 1783-10946. By F. G. HALL. 
Edited by GEorGE O’BRIEN, with an archi- 
tectural chapter by C. P. Curran and Bio- 
graphical Notes by JosepH Hone. Dublin: 
Hodges, Figgis & Co., Ltd.; Oxford: B. 
H. Blackwell, Ltd., 1049. Pp. x+523. 
£3 38. 

This official history of the Bank of Ireland is 
of much more general interest to economists 
than its title indicates. It is not only a scholarly 
and well-written monetary and banking history 
of Ireland but also a study whose significance 
goes well beyond the limits of Irish history. Un- 
til 1826 Ireland had a separate monetary sys- 
tem, and during the restriction of cash pay- 
ments by the Bank of England and the Bank of 
Ireland from 1797 to 1821 exchange rates be- 
tween Dublin and London fluctuated widely; 
and within Ireland there were constant fluctua- 
tions in the rate between Dublin and Belfast be- 
cause of the continuance of gold transactions in 
the north of Ireland. It was this problem within 
the United Kingdom that was largely respon- 
sible for starting the controversy over exchange- 
rate fluctuations that is commonly associated 
with the name of Ricardo and with the Bullion 
Report of 1810. The book gives a good summary 
of the controversy over the fluctuations in the 
Irish exchange and of the resulting parliamen- 
tary investigation and report of 1804 (pp. 
83-97). 

The account of the rise of commercial bank- 
ing in Ireland shows a sometimes turbulent, but 
always interesting and theoretically challenging, 
development. The frequent and disastrous bank 
failures up to the 1880’s, and in particular the 
collapse of 1820 when every bank in the south- 
ern half of Ireland closed its doors and a Limer- 
ick paper wrote that “much gratification is pro- 
duced that no riot occurred” (p. 128), have a 
flavor of American banking history. 

rhe responsibility of the Bank of Ireland and 
of the Bank of England in time of crisis, and in 
particular their willingness to behave in the way 
that present-day theory says that a central bank 
ought to behave in such situations, is a con- 
stantly recurring problem in the early history of 
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the Bank of Ireland. The problem is of unusual 
importance because of the twofold role of the 
Bank: its position in Ireland gave it some of the 
powers of a central bank and early forced it to 
accept some of the responsibilities that are now 
commonly associated with a central bank, but 
its position in the United Kingdom frequently 
made it subordinate to the Bank of England, 
despite the view of the early directors of the 
Bank of Ireland that in its field it was the peer 
and equal of the Bank of England (p. 100). 

More recent history, in particular since 1890, 
is treated in less detail. That is probably as it 
should be; for with the development of powerful 
joint-stock banks in Ireland, with the definite 
and continuous acceptance by the Bank of Eng- 
land of its central banking responsibilities, with 
the greater subordination of Irish banking to 
London’s financial leadership, and finally with 
the establishment of the Central Bank of Ire- 
land in 1942, the Bank of Ireland no longer 
played the role in Irish economic life that it had 
in its early history. 

Fifty pages of appendixes give the text of im- 
portant documents in the Bank’s history, exten- 
sive statistics on its operations, its principal of- 
ficers from the beginning, its branches, and an 
extended bibliography on Irish monetary and 
banking history. Mr. Hone contributes bio- 
graphical notes on the Bank’s officers, directors, 
and original subscribers, and a brief sketch of 
the La Touche family, who for nearly a century 
were leading figures in Irish banking. 

Curran’s section of forty-five pages on the 
architecture and decorations of the Bank, with 
some seventy beautifully executed full-page 
plates, is explained by the historic importance of 
the building that the Bank has occupied since 
1803. This building was the Irish Parliament 
House before the Act of Union, and within its 
walls were made the great speeches of Henry 
Grattan on behalf of Irish rights. This section 
will be of interest to architects; but these plates, 
together with a number of portraits of the great 
figures in the Bank’s history, must doubtless 
bear a large share of the responsibility for a 
price (£3 3s.) that even with a devalued pound 
will do little to relieve the dollar shortage and 
will limit the reading public largely to those who 
consult library copies. This book deserves to 
reach a wider circle of economists than is usually 
the fate of books in this price class. 


FRANK WHITSON FETTER 


Northwestern University 
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The House of Baring in American Trade and Fi- 
nance: English Merchant Bankers at Work, 
1763-1861. By Ratpu W. Hipy. (“Harvard 
Studies in Business History,” Vol. XIV.) 
Cambridge: Harvard University Press, 1940. 
Pp. xxiv-+631. $7.50. 

The House of Baring, founded in 1763 and 
still active today, was the leading English mer- 
cantile and investment credit-house serving the 
United States for the generation before the 
Civil War. Foreign capital was relatively im- 
portant to us then. For example, out of $170 
millions of state debts for internal improve- 
ments outstanding in 1838, about half was held 
abroad, chiefly in England. The English money 
market paid investors only 2.7-3.7 per cent in- 
terest, on the average, in 1831-33; whereas the 
American market paid an average of 5.5—7 per 
cent (p. 92). The principal was not so safe here, 
unless the investor knew where to invest it. The 
House of Baring was phenomenally successful 
in selecting investments for its customers and 
for itself. 

The policies followed by the Barings in 
choosing investments and in operating their 
business may be summarized. The Barings were 
nearly always conservative: they were respon- 
sible for very few innovations (p. ..78). They 
were primarily interested in the integrity of 
their customers: over one twenty-year period 
they suffered no bad debts because of uncovered 
credits which they had allowed (p. 454). They 
devised their own credit-rating system. Until 
1852, when they began selling railroad corpora- 
tion securities, the Barings concentrated almost 
entirely on government issues, particularly state 
bonds. The Barings plowed back their earnings, 
and they rarely went into debt. They were 
aware in an elementary but adequate way of the 
business cycle (p. 310). Because they foresaw 
crises and prepared for them, they were in a po- 
sition to help their customers. The Second Bank 
of the United States depended on them heavily 
in 1832-34. Such strength and foresight brought 
them great prestige. Yet, like nearly everyone 
else, they and their customers suffered losses be- 
tween 1837 and 1842, and they became tempo- 
rarily disgusted with American securities. But 
the Barings were able to persuade some of the 
state legislatures to resume payments on their 
debts (chap. xi). The Barings also observed such 
secondary principles as dealing only in securities 
that sold at or above par and generally selling 
staples like cotton early at a modest profit in- 
stead of holding them for a large profit. In addi- 
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tion, the Barings were solid, impressive individ- 
uals who inspired trust; they usually married 
well, and they maintained important political 
contacts 

Hidy points up the firm’s policies well, he 
portrays his chief characters adequately, and 
occasionally he describes personality clashes; 
but he is rarely able to detail the drama of diffi- 
cult decisions. The records simply are not that 
complete. 

It is unfortunate that the main capital prob- 
lems of the American economy of a century ago 
were not emphasized at the outset of this book 
Also the historian with little economic training 
would have welcomed some briefing on bills, ac 
ceptances, marketing of securities, etc. Instead, 
the reader is plunged into the family history and 
early business history of the Barings. The book 
really begins with chapter iv. From there on 
Hidy shows in elaborate and sometimes techni 
cal detail what loans the firm made and what 
products they dealt in, year by year, for the 
thirty vears 1828-57 that the Barings did their 
chief business with this country. He would have 
had a more readable book had he been more se 
lective and less exhaustive. For those who would 
like an adequate sampling of this significant 
book, I suggest chapters v, vi, ix, xv, and pages 
474-80, the last being an excellent summary. 
The illustrations are well chosen. “The desira- 
bility of minimizing costs has caused the foot 
notes to be placed at the back of the book” 
(p. xxii). There are 132 pages of them. There is 
no bibliography: Hidy wrote largely from Bar- 
ing records. 

This book should stand as a landmark in bus- 
iness history and financial history, for it pro- 
vides a more intimate picture of investment 
operations than we have heretofore had in the 
important pre-Civil War period. 


DONALD L. KEMMERER 


University of Illinois 


Money in a Maelstrom. By J. W. Beyen. New 
York: Macmillan Co., 1949. Pp. 221. $3.25 


Dr. Beyen has provided a brief history of in 
ternational monetary affairs frora the end of 
World War I to the present. He has had the ad 
vantage of occupying important posts from 
which to observe this period. From 1937 to 1940 
he was president of the Bank for International 
Settlements, he represented the Netherlands at 
Bretton Woods, and more recently he has been 
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an executive director of the International Bank 
for Reconstruction and Development and the 
International Monetary Fund. 

Students and historians of international 
monetary problems will find in this book some 
matters of interest. Beyen devotes considerable 
attention to a defense of the Bank for Interna- 
tional Settlements. He argues that over the 
course of its history the institution has done 
considerable good, that its moments of weakness 
only reflected the weaknesses of the French and 
British governments, and that it can be useful 
in the future. 

The author has also set forth in an interesting 
manner the case for regional monetary arrange- 
ments. He portrays the Bretton Woods confer- 
ence as excessively devoted to the global solu- 
tion. As he sees it, the general view is now be- 
latedly recognizing the virtue and necessity of 
regional agreements. He believes that if such 
agreements had been embraced by Bretton 
Woods as transitional steps to its ultimate ob- 
jectives much previous time would have been 
saved. 

In many respects Beyen has well stated the 
problems which beset an international monetary 
system. He has properly emphasized the impor- 
tance of potential capital flight as a factor pre- 
cluding universal and complete abandonment of 
exchange control. His recognition of short-term 
credit as a more dangerous element than long- 
term credit in international monetary relations 
is well taken 

In other respects, however, the reader will 
get little enlightenment concerning the mone- 
tary problems of the day from this book. The 
author believes that the gold standard is forever 
a thing of the past, and he commends this situa- 
tion. But the basis for this position is not well 
developed. The reader is not shown what the 
author considers to be the essential features of 
the gold standard and specifically why they are 
no longer practical. Neither does he make clear 
what is the present and potential role of gold in 
the international monetary system. 

In the present day of chronic shortage of cer- 
tain currencies one might expect from a book of 
this type some light on the solution of the prob- 
lem. The reader will wish to learn what Beyen 
has to say about adjustment of exchange rates 
as a solution of the currency shortage or bal- 
ance-of-payments problem. Unfortunately, he 
will find little here to answer his questions in 
these regards. 

Since Beyen’s book is not a textbook and not 
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a research monograph, it contains no reference 
whatsoever to other literature in the field. This 
is in accord with current book-publishing prac- 
tice. But the book would be of greater interest 
and usefulness to the lay reader if it gave some 
indication of other writings dealing with the 
subject matter at hand. 

HoMER JONES 


Washington, D.C. 


Wartime Experiences of the National Labor Re- 
lations Board, 1941-1945. By FRED WITNEY. 
(“Illinois Studies in the Social Sciences,” 
Vol. XXX, Nos. 2-3.) Urbana: University of 
Illinois Press, 1949. Pp. 309. $3.50. 


This is a Doctor’s thesis, a brief abstract of 
which appeared under the same title in 1947 in 
the University of Illinois ‘Pamphlets on Eco- 
nomic Theory and Economic Conditions.” It is 
another of the numerous monographs dealing 
with particular aspects of the work of the Na- 
tional Labor Relations Board which have been 
appearing since the late thirties. This is a fruit- 
ful field of investigation indeed, in view of the 
never ending stream of tomes of the “Decisions 
of the National Labor Relations Board,” with 
their wealth and variety of cases reflecting the 
changing scene of American labor relations in 
all their living, human, economic, and legal as- 
pects. In the book under consideration it is the 
board’s wartime experiences of which the author 
purposes to give “a critical rather than histori- 
cal or statistical analysis” (p. 5). 

The term “‘wartime experience” is to be un- 
derstood in two ways. On the one hand, it means 
experiences which grew directly out of war con- 
ditions, such as wartime legislation affecting the 
work of the board, the jurisdictional and other 
problems developing out of the operation of the 
special wartime labor relations agencies, and a 
variety of problems connected with the con- 
tinued employee status of men in the armed 
services. On the other hand, the author also 
treats experiences during the war years that 
were not intrinsically related to the war, espe- 
cially the problems of the foremen’s unions com- 
ing under the protection of the Wagner Act and 
the board’s shifting attitude toward these 
unions, resulting from changes in its three-man 
personnel during the war. 

Among the instances of wartime legislation 
affecting the board, perhaps the most trying was 
the “appropriation rider” enacted by Congress 





BOOK REVIEWS 


in the summer of 1943, under which the board 
was forbidden to use its funds for unfair-labor- 
practice cases where charges were brought three 
months or more after a contract had been in 
force. This rider—enacted chiefly to protect the 
Kaiser Shipbuilding Corporation against dis- 
establishment of its “unfair” closed-shop con- 
tract—caused many difficulties in its interpre- 
tation, with the highest authority to rule on 
such questions resting in the Comptroller-Gen- 
eral of the United States. Again the board’s 
work was gravely affected by the burden 
thrown upon it by the War Labor Disputes Act, 
under which it had to conduct the numerous 
(about a thousand per year) and, as it turned 
out, largely unrewarding strike votes in war in- 
dustries. Practically no difficulties, on the other 
hand, were experienced through the simultane- 
ous operation in the field of labor relations of the 
War Labor Board and the President’s Fair Em- 
ployment Practice Committee, because all the 
top men concerned were eager to co-operate 
rather than compete with one another. 

On all these topics the book gives much in- 
formation. The various categories of wartime 
experiences, topically arranged, are treated at 
considerable length in terms of the board cases, 
with many quotations from the board’s deci- 
sions and dissenting opinions of minority mem- 
bers and, in case of litigations, from the decis- 
sions of the various courts, with full references 
in foctnotes, an appended topical index, and a 
list of cases. The “critical’’ character of the 
treatment, however, seems to lie chiefly in ex- 
pressions of the author’s personal views or bias, 
according to which it was commendable for the 
board or its individual members to uphold labor 
and regrettable or outright mistaken not to do 
so where in consequence labor might resort to 
strikes. However, this slant, while quite obvious 
and likely to irk readers with a different slant, 
does not distort any facts and hence does not 
diminish the information value of the book 


JoHN V. SPIELMANS 
Marquette University 


Economic Geography of the USSR. Edited by 
S. S. Batzak, V. F. VasyuTIn, and Ya. G. 
FEeIGIN. American edition edited by CHAUN- 
cy D. Harris. Translated from the Russian 
by Ropert M. HANKIN and OLGA ADLER 
TITELBAUM, with a Preface by Joun A. 
Morrison. New York: Macmillan Co., 1949. 
Pp. xlvi+620. $10.00. 
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This book, published in the U.S.S.R. in 1940, 
was chosen for an American edition by the Rus- 
sian Translation Project of the American Coun- 
cil of Learned Societies, which aims to translate 
into English significant Russian works in the 
field of the humanities. The problem of the re- 
viewer is accordingly not only to examine the 
content of the book but also to pass judgment 
on the choice and the qualities of the American 
edition. 

John A. Morrison, in the Preface to the 
American edition, recognizes that the American 
reader will find in it much that is exasperating, 
because it includes many passages of Commu- 
nist dogma having little or nothing to do with 
economic geography. But he believes, and I con- 
cur, that “the discrimination of the American 
reader will be a fully adequate shield against 
conversion to an alien philosophy.” On the 
other hand, the reader will find in the book 
much important factual information on the eco- 
nomic geography of the U.S.S.R. which is diffi- 
cult to obtain elsewhere. In this respect chapters 
v and vi, presenting the distribution of industry 
and of agriculture in the U.S.S.R., are particu 
larly interesting. So also chapter iv on popula 
tion and chapter vii on the distribution of 
transport. 

The information on natural conditions and 
natural resources in the first chapter is equally 
accessible in other publications on the geogra- 
phy of the U.S.S.R., except for the last section 
of this chapter, supplying data on mineral de 
posits. This section, with its attached map (Fig. 
18), is very valuable. However, even here the 
reader must be cautious in interpreting the ma- 
terial summarized in Tables 4 and 5 at the end 
of that section. The first of these tables presents 
dynamics of the established resources from 1913 
to 1938; the second presents the position of the 
U.S.S.R. in the world economy. Since the pur- 
pose of the book is to show that economic devel- 
opment in the U.S.S.R. was most rapid and that 
the Soviet Union is the richest country of the 
world, the data included are to some extent 
manipulated in order to prove this. A good ex- 
ample of such manipulation is the information 
on the resources of iron ore. Table 4 (p. 100) 
shows that from 1913 to 1938 these resources in- 
creased from 1.6 billion tons to 267.4 billion 
tons, and Table 5 (p. 101) shows that the 
U.S.S.R. possesses 53.4 per cent of the world’s 
resources of iron ore. Only in a footnote to Table 
4 is it mentioned that the resources for 1938 in- 
clude ferruginous quartzites; and from the text 
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on page 241 it appears that quartzites comprise 
by far the largest portion of the total of 267.4 
billion tons, since there it is said that the known 
reserves of rich ore in the U.S.S.R. are about 11 
billion tons and comprise only 14 per cent of the 
world reserves of such ore. As the figure of 1.6 
billion tons of iron ore in 1913 did not include 
quartzites, because they were never used indus- 
trially (although the main deposits were known 
at that time), the increase of the known re- 
sources of iron ore is greatly exaggerated. 

In general, the reader must be very cautious 
in appraising the historical comparisons in this 
book, particularly between the prerevolutionary 
data and those for the Soviet period. There is a 
general tendency to understate the earlier and 
overstate the latter. The same relates to inter- 
national comparisons. Editors, in the footnote 
on page 376, caution the reader that Soviet fig- 
ures on crop yields are not comparable with the 
United States figures and give reasons in a foot- 
note to Appendix II (p. 534). This warning 
should be more prominent and more general. 

It may be said generally that the significance 
of the book is in the factual materials, which are 
important only because it is very difficult to get 
objective information on the Soviet Union from 
any official source. But the reader must inter- 
pret these materials very cautiously, checking 
them carefully with other materials, partly sup- 
plied in other parts of the same book; and he 
must be particularly cautious about accepting 
conclusions of the authors, because they are 
often misleading. 

In this respect chapters ii and iii are con- 
spicuous. They were written by Ya. G. Feigin, 
who was also responsible for the Introduction 
Here are discussed methodological questions of 
economic geography as well as general problems 
of the distribution of productive forces, respec- 
tively, in czarist Russia and under the leader- 
ship of the Soviet government. Most of the ‘‘ex- 
asperating” statements are made in these parts. 

Here Feigin seeks to impress upon the reader 
that the Soviet government succeeded during 
the first two Five-Year Plans in decentralizing 
Soviet industry and bringing it closer to the 
materials and the consuming 


source of raw 


areas, at the same time raising the economic 
level of the previously backward national re- 
publics. However, in following pages (pp. 151, 
450) an attentive reader will discover that it was 
the problem of the third Five-Year Plan (1938 
$2) to eliminate the extremely long hauls by 
railroads of such heavy materials as coal, iron 
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ore, pig iron, steel, and others. This indicates 
that at the end of the second plan (1937) the 
Soviet planning had not resulted in bringing in- 
dustry closer to the sources of raw materials and 
to consumers, as is claimed by the author. Nor 
had there been success in decentralizing indus- 
try, as the reader may easily find out for himself 
from Table 17 (p. 206), showing that in 1937 
half the gross output of large-scale industry in 
the U.S.S.R. was concentrated in the northwest 
and central regions of the R.S.F.S.R., the same 
as in 1913, and that the share of the national 
republics in the gross output declined from 29 
per cent to below 27 per cent, mainly at the ex- 
pense of the Ukraine. If industrial production in 
some of the Central Asiatic and Transcaucasian 
republics shows great relative increases, they 
mean very little absolutely. Construction of a 
few new factories in a region where there was 
none means a great percentage increase. The old 
industrial regions produced in 1939 about 95 per 
cent of all cotton cloth (p. 154) in spite of the 
much-publicized building of two or three textile 
factories in Central Asia and Transcaucasia. 
The extreme centralization of industry in the 
Moscow center was even less rational economi- 
cally in 1939 than before the revolution; for in 
1939 there were many plants of heavy industry, 
requiring much fuel, which had to be hauled 
from the Ukraine because the Russian center is 
poor in good coal. 

The misleading statements of the author in 
these chapters point, however, to the direction 
of the Communist propaganda, aiming to ex- 
ploit the national feelings of the native peoples 
and to impress on them that the Soviet govern 
ment has discontinued the colonial exploitation 
of the borderland, peculiar to czarist times. 

This criticism does not mean that the book 
does not contain much important information, 
On the contrary, the Russian Translation Proj- 
ect is to be congratulated for its choice. Profes- 
sor Chauncy D. Harris, who edited the Ameri- 
can edition, made considerable efforts to help 
the reader in using it. To sixty-five original 
maps, very skilfully reproduced, he added nine- 
teen more, taken mostly from Soviet sources. 
These serve at once to supply important addi- 
tional information and to assist readers unfa- 
miliar with the geography of the U.S.S.R. in 
reading the text. Several appendixes, such as the 
table of equivalents, list of abbreviations, glos- 
sary of Russian terms, boundary changes and 
the indexes to citations, persons, and place 
names, are also helpful. The American edition 
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has many improvements over the Russian edi- 
tion, and at the same time it preserves the origi- 
nal text. 

V. P. TIMOSHENKO 


Food Research Institute 
Stanford University 


Freedom and Planning in Australia. By A. 
CAMPBELL GARNETT. Madison: University 
of Wisconsin Press, 1949. Pp. x+-331. $4.00. 
Mr. Garnett has written this book with the 

aim of making the Australian scene more intel- 

ligible to the American reader. To this end he 
has devoted his first three chapters to the po- 

Jitical history of Australia prior to 1929, with 

particular attention to the long conflict over 

land tenure and the rise of the labor movement, 
and his two concluding chapters to “‘Nation- 
alism” and “Underlying Concepts and Atti 
tudes.” The heart of the book, and the principal 
justification for its title, lies in the middle four 
chapters wherein Garnett describes, in con- 
siderable detail, the Australian “experiment” in 
social legislation and its depression background. 

Most economists will be especially interested 
in the material on the evolution of employment 
policy. From Garnett’s account it would appear 
that our Australian colleagues saw no better 
than did we ourselves in the 1929 debacle. Thus, 
after describing the extremely deflationary 
“Premiers’ Plan’ adopted on the advice of a 
group of economists that included Professor 
Copland and Professor Giblin, the author notes 
that “the expected recovery did not take place”’; 
instead, unemployment rose from 27.6 per cent 
in June, 1931, when the plan took effect, to a 
peak of 30 per cent one year later. But as Gar- 
nett properly emphasizes, Australian econo- 
mists sincerely sought to secure equality of 
sacrifice in the Plan through a compulsory re- 
duction of rents and bond yields (wages having 
already fallen drastically) and saw the light al- 
most in a body when the General Theory ap- 
peared. 

Also appended to the book are brief bro- 
chures by leaders of Australia’s three major po- 
litical parties. 

Garnett’s approach is that of a “progressive” 
political scientist who combines secular stagna 
tionist economics with the .Vew Republic version 
of the class-conflict interpretation of politics 
(actually Garnett is a philosopher by profes- 
sion); consequently crotchety hairsplitters like 
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this reviewer can find much to criticize, e.g., 
such statements as “‘the depression as can now 
be shown, was not due to the inability of indus 
try to pay high wages, but to the accumulation 
of surplus savings on the part of those who re- 
ceived its profits” (p. 111). But the material on 
welfare legislation and employment policy in 
Australia is so well organized and expounded 
that the questionable points in the analysis may 
legitimately be overlooked. 

The really serious shortcoming of the book 
lies in Garnett’s failure to attain his stated ob- 
jective: he does not succeed in giving us the 
“feel” of life and politics in Australia. We learn, 
for example, very little about the men and 
women who have emigrated to Australia over 
the years, the ideas which they brought with 
them, or the great personalities who have played 
their parts in the nation’s history. Nor does 


Garnett stress the very important fact that 
Australia has had a predominantly urban civili 
zation for nearly one-half of her national exist 
ence. Hence it is probably inevitable that his at 
tempt to depict Australia’s progress toward the 
“co-operative commonwealth” in a favorable 


light does not quite come off. Indeed the mate 
rial on compulsory arbitration, the basic wage, 
and state-operated industry, as it is written by 
Garnett, will furnish the unreconstructed liber 
tarian with additional ammunition (if he needs 
any) for his case against the radical-reactionary 
revolution. So long as the reader views Australia 
with the American perspective alone, the pic 
ture which emerges is that of a small, overregu 
lated, and not very energetic economy saddled 
with an unprofitable division of powers between 
federal and state governments and a too power- 
ful trade-union movement. This is, of course, a 
very distorted view, as anyone acquainted with 
Australians is likely to suspect 

Garnett’s efforts to interpret Australia to an 
American audience would, I think, have been 
more successful if he had driven home the point 
that the nation was largely ‘ 
class immigrants from the British Isles whose 
Gld World background and New World aspira- 
tions and opportunities were not those of our 
own forebears; and that these men and women 
were more interested in insuring that the envi- 
ronment of the English poor law and Irish pota 
to civilization would not appear in their new 
home than they were in creating a land of “un 
limited” opportunity for the very able and the 
very lucky. Perhaps the very term “‘co-opera- 
tive commonwealth” really can have tangible 


‘made” by working- 
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meaning in an Anglo-Saxon community of seven 
million people when it is merely a pleasant fig- 
ure of speech in the mouth of an American re- 
former. 

DoNnaLD DEWEY 
University of Chicago 


Wartime Economic Planning for Agriculture. By 
Beta Gop. New York: Columbia Universi- 
ty Press, 1949. Pp. 594. $6.75. 

This is not a book on the general theory of 
planning but rather a detailed study of planning 
in operation. It uses agricultural war mobiliza- 
tion as a basis for a general evaluation of plan- 
ning. As such, it will be of interest to a wide 
audience, not solely to those interested in agri- 
cultural and food problems. 

Professor Gold reviews the tasks which need- 
ed to be performed in the agricultural and food 
sector of the economy, including both produc- 
tion and distribution objectives. After establish- 
ing the needs, he reviews the accomplishments 
in both areas and appraises the adequacies of 
the mobilization relative to what might have 
been done. Finally, he discusses the political 
problems involved in planning both generally 
and specifically in the case of agriculture. 

He takes us back into old controversies. But 
the strong light of common sense is thrown on 
the problem. He finds much of the wartime 
planning to be concerned in too many cases with 
the peripheral problems of agricultural produc- 
tion and food distribution. The central problems 
of price and distribution policy were largely ig- 
nored and avoided. Hence, efforts to stock-pile 
grains for the postwar period, reduce the alloca- 
tion of feed to livestock production, and maxi- 
mize the movement of agricultural resources 
away from unneeded agricultural products were 
faltering and ineffectual. 

In the first four-fifths of the book, Gold ana- 
lyzes the mobilization of agriculture from pure- 
ly economic standards, that is, efforts toward 
attaining the needed reallocation of resources 
within agriculture and between agriculture and 
other sectors of the economy. No account is 
given to the political situations which, in a dem- 
ocratic country, and to some extent in most 
countries, require that the best of mobilization 
plans be somewhat modified to take account of 
political pressures and not alienate a large sec 
tion of the voting population. These last issues 
are taken up in the final chapters of the book 
but are not dealt with in such detail with re- 
spect to the actual mobilization decisions. He 
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admits, however, that “‘only at the most ab- 
stract level of theorizing can there be national 
planning which is devoid of political content and 
consequences” (p. 556). 

Hindsight is clearer than analysis at the 
time, but Gold cites many appraisals which were 
amply borne out by subsequent events. For a 
variety of reasons these counsels were not ac- 
ceptable at the time. Yet it is difficult to accept 
his frequent inference that, while mobilization 
decisions in the agricultural area were largely 
wrong, in other areas they were mostly right. 
Equally critical and searching appraisals of 
mobilization in other areas probably would 
show varying shades of gray. 

A serious omission is the ignoring of the role 
a national tax program might have played in re- 
ducing the pressure of surplus income on prices 
and allocations. It is referred to only in one 
brief quotation from Chester Davis’ letter of 
resignation. To this reviewer, the lack of an ade- 
quate tax program to drain off excess buying 
power is one of the fundamental reasons for the 
difficulty in developing an adequate mobiliza- 
tion program. If less free purchasing power had 
been concentrated on food, the actual mobiliza- 
tion would have been easier and some of the 
measures taken would have been more effective. 

The book represents a useful critical apprai- 
sal of wartime food policies. Furthermore, it 
points out many of the problems which must be 
considered in any large-scale planning program 
carried out with a political system of checks and 
balances such as we have in the United States. 


LAWRENCE W. WITT 
Michigan State College 


Individual Firm Adjustments under OPA. By 
S. STERLING McMILLAN. Bloomington: 
Principia Press, Inc., 1949. Pp. xv+256. 
$3.50. 

A Short History of OPA. By Harvey C. MAns- 
FIELD and AssociaTEs. Washington: Govern- 
ment Printing Office, 1947. Pp. 331. $0.55. 


A Short History of OPA is the fifteenth vol- 
ume and the last of the OPA series of ‘“‘Histori- 
cal Reports on War Administration” issued by 
the Office of Temporary Controls. The scope of 
this study is broad. In addition to a brief survey 
of price-control operations, it includes chapters 
on rent control, rationing, local board opera- 
tions, enforcement, and judicial review. Since 
this is a short history of an organization with 
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many facets, the treatment of each subject must 
of necessity be somewhat sketchy. Professor 
McMillan’s /ndividual Firm Adjustments under 
OPA is a more restricted study, which concen- 
trates on one aspect of price-control policy and 
gives particular attention to the work of the re- 
gional offices of OPA. Both books are valuable 
additions to the literature of the war economy. 

The preparation of A Shori History of OPA 
was a joint project, the first draft of each chap- 
ter having been written by separate authors, 
who had worked closely with the materials 
about which they wrote. Mansfield has been 
singularly successful in the work of co-ordinat- 
ing, revising, and rewriting the manuscript; and 
he has produced an integrated work with a uni- 
formity of style unusual in a product of this 
kind. One of the chief merits of this volume is 
its success in reflecting the atmosphere in which 
OPA operated. Those who worked with the 
price-control agency were confronted by a con- 
glomerate of problems involving pressures, 
morale, controversy, and personalities; and in 
attempting an objective evaluation of the work 
of OPA there is a danger that the significance of 
these forces will be underrated. Mansfield and 
his associates have not fallen into this error. 

McMillan has not been so effective in retain- 
ing the “flavor” of OPA operations. He dis- 
cusses the place of individual firm adjustments 
in the price-control program, abnormality ad- 
justments under section 18(a) of the General 
Maximum Price Regulation, and local shortage 
adjustments under section 18(c) of GMPR; he 
tabulates the cases received by each regional of- 
fice and indicates the number approved and the 
number denied; and he attempts to evaluate the 
economic significance of individual firm adjust- 
ments. The compilation of the data and the as- 
sessment of the importance of this aspect of the 
work of OPA as a part of the war effort are im- 
portant contributions to an understanding of 
the war economy, but this volume carries with 
it the aura of the dissertation rather than the 
impression of a group of people—mostly ama- 
teurs in government—attempting to devise and 
execute a program of action which would require 
other people to do what they did not want to 
do in order to achieve what was hoped would be 
the common good. 

When Professor McMillan attempts to in- 
terpret his data, one sometimes feels that he is 
guessing, and some of the guesses miss the mark. 
He observes, for example, that the Atlanta re- 
gion granted only 11.1 per cent of the applica- 
tions for price adjustment filed under section 
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18(a) of GMPR and acted on by March 4, 1943, 
whereas the Denver region granted 43.5 per 
cent, and the average for all regions was 26.4 per 
cent. In attempting to account for this relative- 
ly “tough” policy on the part of the Atlanta of- 
fice, McMillan states: “The best explanation 
appears to be that the attorneys controlled ad- 
justment operations in the Atlanta regional of- 
fice and they applied strict legal standards. 
E. S. Wallace, regional price economist in At- 
lanta, once said, ‘Price men hardly got a chance 
to look at cases, let alone make any decisions’ ” 
(p. 113). The fact is that Professor Wallace did 
not join the regional office in Atlanta until over 
six months after the period under review and a 
year after applications could be filed under sec- 
tion 18(@). During the period ending in March, 
1943, each case was processed by an economist 
in the adjustment section, who could, if he 
chose, consult with accountants, lawyers, and 
business specialists, but in many instances the 
lawyers did not see the application until after 
the case was completed, except for drawing the 
final order. During the latter part of the period, 
in fact, the lawyers were enjoined by the nation- 
al office from participating in policy decisions 
The “tough” policy of the Atlanta office was de- 
liberate. There was considerable correspondence 
between Atlanta and Washington over this is 
sue, and numerous conversations on the subject 
between representatives of both offices were 
held in both cities. The Atlanta officials knew 
that they were supporting the unpopular side of 
the argument and were in a deepening state of 
depression until the issuance of the President's 
“‘Hold-the-Line” order of April 8, 1943. 

Perhaps the conclusion is that even in evalu- 
ating a portion of the work of OPA the project 
should be undertaken as a joint product; the 
files of each regional office must have weighed 
several tons by the end of the war. 

CLARK LEE ALLEN 

Florida Siate University 
American Socia! Insurance. By Domenico Ga- 


GLIARDO. New York: Harper & Bros., 1949. 
Pp. xxiii +671. $5.00. 


One of the most hotly debated topics of the 
present day, health insurance, takes two hun- 
dred pages of the six hundred and fifty in the 
study’ of social insurance by 
Professor Gagliardo. Although in America the 
question is still in the stage of blueprint and 
controversy, health measures already afford 


comprehensive 
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many side lights on the whole program of pro- 
tection, and the struggle for and against new 
laws has given indications of the weaknesses of 
those already enacted. In this survey, and in 
others, it becomes apparent that unevenness of 
income, more than the lack of facilities, is the 
main argument for the extension of state insur- 
ance into the health field. 

Gagliardo cites many studies of public aid 
and of the cost of illness but indicates that ir- 
respective of the growing realization of need, ex- 
tensions of social insurance will be patched and 
halting and not wholly pleasing to any group. 
Arguments for and against comprehensive 
schemes are surveyed without an attempt to 
weigh one against another or to arrive at a 
strong support for negative or positive action 
It is thus not possible to find clear guidance as to 
how political leaders should meet the problems 
of the next few years or as to what the public 
can expect. Some reason for this hesitancy to 
clinch the argument is found in the data pre- 
sented in the book, which show improving 
health in the United States. Further reasons lie 
in the findings of earlier studies, which, though 
comprehensive, have failed to convince the 
majority of Americans that the federal govern- 
ment should act now. The net result of this part 
of the study, as well as the summaries of the 
existing programs for unemployment and old 
age, is much reliable material for the student to 
use as background but no mandate for policy- 
makers, no new signposts for government ad- 
ministrators to follow. 

The book treats the field of social insurance 
broadly, including noncontributory assistance 
as an integral part of the program. It shows that 
a substantial part of the effectiveness of the 
American effort takes the form of cash relief, 
after the establishment of contributory systems, 
as well as before. It would have been useful if, 
in connection with the analysis of the Stettinius 
report of 1947, more attention had been given to 
new ways of relating relief and contributory 
benefits in some kind of double-decker svstem 
in future reform measures. With renewed inter- 
est in universal pensions, such changes in direc- 
tion now seem likely. 

Gagliardo’s material is well organized and 
clearly set forth. An introduction by Professor 
Witte of the University of Wisconsin properly 
stresses the wide scope of the treatment and the 
impartiality of the analysis. His commendation 
is well founded on the substantial treatment of 
legislation, administration, and plans for exten- 
sion. Few significant aspects of the last two dec- 
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ades of development in the United States have 
been neglected. It is somewhat limited as to the 
financial relations of the federal and state goy- 
ernments—questions which continue to arouse 
keen differences of opinion. 

When the treatment passes from the descrip- 
tive and factual to speculation about security 
and insecurity and basic political trends, it be- 
comes less convincing and sure in its touch. The 
reasons for a prevailing feeling of insecurity on 
the part of most people are personal and close at 
hand. For United States citizens, they do not lie 
mainly in world events or international rela- 
tions. This being the case, it is difficult to speak 
of a trend of insecurity without taking into ac- 
count the psychological elements and without 
giving more attention to the living standards 
and customs which themselves call for variety 
and change and invite a measure of uncertainty. 
The whole question of what the public fears, 
what it wants, and what it is willing to pay for 
government aid, administered according to set 
rules and categories, may well be one of the most 
critical of the coming decade. 

The brief introductory remarks made in the 
beginning of the book and in a number of other 
chapters do little to stimulate or clarify our 
thinking on these matters. Such analysis is, 
however, not necessary to justify the recogni- 
tion of the need for public action to supplement 
substandard incomes of the very old and very 
young. The facts of poverty are still too appar- 
ent to call for demonstration. What the book 
does best is to give a useful and dependable 
review of these facts and then to describe the 
programs in all their varied conditions of cov- 
erage and eligibility and benefit formulas. The 
problem left open is not whether there is more 
or less security, but how it is possible to simplify 
administration, increase coverage, and apply 
national resources in an efficient and acceptable 
way. The answers will be found in the willing- 
ness to support tax programs, which is a ques- 
tion calling for more study, and in the general 
attitude toward protection by the government 
of large portions of the population as its wards. 
Since the savings type of insurance has not 
proved adequate to meet the problem, more 


comprehensive measures are certain to be 
sought and will be adopted in the not too dis- 
tant future. As Gagliardo indicates, the pressure 
for such measures will certainly continue. 


ELEANOR LANSING DULLES 


Washington, D.C. 
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